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CITY OF SAN DIEGO
MEMORANDUM

DATE: September 17, 2007

TO: Counci!rrrember Donna Frye

FROM: Jay M.Go1dstone, Chief Financial Offic I Interim Chief Operating Officer

SUBJECT: Response to Questions R.egarding JRS Code Section 415

Attached you will fInd aresponse tollie specifIc questions you raiSed r(lgardingJRS Code
Section 415. As you consider these responses, please note that many ofthe questions presented
concerrrissues ohax law. My responses arehasedupon what lknow at this point and to that
extent I have provided my understanding onhe various issues as they relate to the fmancial
im12lications of thisissue to the city. I am notanattorney, however, and would encourage you to

......... '---fUrther consult the OfflceoftheCity Attorney concerning matters-in:Volvinginterpretations of

federal tax law.

1. Please providen copy 'of the relevant IRS Code Section(s) and an explanation for the
intent of that ·thosel:odeSection(s).

I bave attached a copy of IRS Code Section 415 ("Section 415") to this memorandum.

My understanding of Section 415 is that it provides limits on benefIts and contributions
and other additions under quahfIed retirement plans. The purpose behind Section 415 is
to limit the extent to which benefIts and contributions can receive the Javorable tax
treatment provided to a qualifIed retirement plan.

2. Please describe this "Compliance Strategy" in detail. Please specfficallyaddress the
following questions in yonrdescription:

Copies of the "415(b), (c) and (n) Compliance Report Strategy Report" .and the "415(m)
Compliance Strategy Report" SDCERS fIled with tbe JRS are attached to this
memorandum.

The fust report discusses the limits imposed by Section 415 in great detail, including how
those limits apply to SDCER.S. Thesecond report discusses Section 415(m) and the POB
Plan establish by San Diego Municipal Code ("SDMC") Section 24.1603.
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a. It appears that this "Compliance Strategy" assumes the $22.8 million
unfunded liability no longer exists as a SDCERS pension benefit and
therefore removes it from the SDCERS financial and actuarial statements,
but at the same time the City intends to continue to recognize it as a pension
benefit and pay for it. Is that a correct description? If not, please explain
why not?

By adopting SDMC Section 24.1603, the City Council confirmed its intention to honor
the City's pension cibligationsTegardless of the 415 Dollar Limit. The City's POB Plan
provides thatthe difference between tbe pension benefit that would otherwise be payable
to a member but for the 415 Dollar Limit, and the pension benefLt as capped under
Section 415(b), will be paid from the POE Plan. Therefore, the City will pay pension
benefits in excess of the 415 Dollar Limit from the POB Plan to SDCERS who will in
turn provide this benefit to Retirees.

There is currently no clear accounting guidance on accounting for Qualified Excess
-·Benefii.'AITangementS.ToI-emedlatefrlls;·wehavecontacted·fueGovemmentaT" ' _,

Accounting Standards Board (GASB), and they have responded indicating that they may
have no position on the matter. However, discussions with the GASB will continue.

It is the preliminary position of the City Comptroller that both SDCERS and the City
should treat the Qualified Excess Benefit Arrangement (QEBA) as a defined benefit plan
separate from the City and SDCERS qualified pension trust.

The Comptroller's accounting position involves the discrete reporting and separate
valuation of the 415 plan by SDCERS actnary.lithe City were to adopt this type of
presentation, the result would be the accrual of a liability (NPO) on the City's financial
statements for the difference between the Actnarially Required Contributions to the plan
and the armual "pay as you go" expenses of the plan. When the plan is tenninated,
because no employees are exceeding the IRS limits, the NPO would be removed from the
City's financial statements at such time the plan tenninates because no retirees are
violating the IRS limits.

b. Currently the City and some of its employees are making pensian
contributions for future pension payments that apparently exceed IRS 415
legal limits. Those contributions are being invested in SDCERS which is a
tax deferred 401(a) trust account. Does this IRS Compliance Strategy
include the use of another tax deferred account?
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No. Code Section 415(b) limits tbe benefits payable from a qualified pension plan, not
the contributions received by tbe plan.

Ai; provided in SDMC Section 24.1606, and required by federal tax law, the POB Plan
will be funded entirely by tbe City on an annual basis. No employee contribution or
deferrals will be allowed into tbe POB Plan.

c. Will this other account also be a 401(a) Trust?

No. The POB is a 415(m) Trust.

d. Are the contributions for pension benefits that exceed the IRS 415 limits
going tli he deposited into this other tax deferred account?

No, this is not allowahle under federal tax Jawor SDMC Section 24.1606.

e.Hasi:hemSagreelfi:haniieCfi),~andHs-employees-iiiayconHiiueiomaIi:e .. .

contributions to payfor henefits that exceed the 415 limits hy simply
depositing those assets into this other tax deferred account therehy just
shifting the assets and liability for the SDCERS pension accountto this
additional tax deferred account?

No, this is not how the POB Plan operates. SDCERS 40l(a) plan and the POB Plan are
independently funded and contributions will never be transferred between the two.
Pursuant to tax law and SDMC Section 24.l606(e), the City assets used to provide
benefits under the POB Plan "may not be conuningled with the monies of any other Plan
in the Retirement System, or any otber qualified plans, nor may this Plan ever receive any
transfer of assets from the Trust Fund established for any other plan in the Retirement
System."

f. How many defined henefit employee pension plans may the City of San lJiego
legally have?

There is no legal limit on the number of defined benefit plans the City can establish.

g. Will we receive an Annual Actuarial Valuation for this additional pension
plan? Who will prepare that valuation? Please provide the supporting
actuarial schedule that forecasts the growth of this estimated $22.8mi1lion
unfuuded liability and corresponding annual required contrihutions over the
20 year fixed amortization period using the EAN methodology and please
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disclose the other actuarial assumptions used in the schedule (i.e. 8% discount
rate, 4.25% salary inflation, etc.).

Because the City will need to contribute the projected amount .necessary and pay the
pension benefits due from the POB Plan during that calendar year, no separate Annual
Actuarial Valuation will be prepared for the POB Plan. That projected amount will be
determined by SDCERS' actuary in accordance witli procedures approved by the IRS.

h. Will SDCERS administer this plan?

Yes. iVb.en the City Council adopted SDMC Section 24.1605, it provided that
"administration of the Plan shall be under the exclusive management and control of the
[SDCERS] Board.

i. Will the annual required contribntion to fund this $22.8 million unfunded
liability be subject to GASB disclosure requirements? If so, which GASB. -S-tai:e;;ie;;ts?--.----.--~-~-·· .....---.- -

There is no GASB guidance specifically designed to address QEBA's. If this is
determined to be a defined benefit plan, it will be reported accordll1gly and if it is not,
then it will be reported as a defined contribution plan expense on the City's financial
statements.

3. Who made the decision to uSe this "Compliance Strategy"? Please provide any and
all docnmentation relating to it.

The City Council adopted Ordinance 0-18930 on March 19, 2001, establishing the POB
Plan to pay promised pension benefits above the 415 Dollar Limit. This was the first step
in implementing this compliance strategy.

4. Has the IRS approved of this "Compliance Strategy"? If so, please provide
documentation from the IRS that states they have approved this "Compliance
Strategy."

Congress created QEBAs for the purpose ofpaying benefits above the 415 Dollar Limit.
The City Council chose to use this compliance option when it adopted the POB Plan.

SDCERS filed a private letter ruling request with the IRS with respect to the POB Plan,
in order to ensure that it meets all of the statutory and regulatory requirements applicable
to a QEBA. Thatrequest is pending.
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5. Wilen did you first become aware of these IRS 415 violations?

I personally was not aware of this issue until SDCERS issued its June 30, 2006 Actuarial
Valuation in January 2007 and even then did not fully appreciate the issue until further
discussions with SDCERS. It is my understanding that the current management of
SDCERS firstbecame aware of the IRC 415(b) violation in 2005. As a result, SDCERS
filed a supplemental voluntary submission to the IRS in August 2006 which included
issues relating to Code Section 415(b). However, it should be noted that the necessary
changes to the municipal code to codify the QEBA were made in 200I, this suggests that
members ofpast city management were aware of this issue.

6. Did you make KPMG aware of this issue? If so, when?

KPMG was provided all available documentation concerning tbe Voluntary Compliance
.___ ... ... Filing directly by SDCERS. The City ComptrOller does recall reviewingthe

'cl~~:;lltletltatiotlwithKPMCfancrdiscussillg vanouslssues related to the 'VOlUiitaiY
Compliance filing during the December 2006 to February 2007 timeframe.

7. Has this issue, the correspondiug unfunded liability and annual required
coutributions been properly disclosed in the 2003 CAFR? If so, on what page?

During the period reported in the 2003 CAFR and for previous periods, the QEBA plan
was included in tbe City's Actuarial Liabilities for the City's 40lA plan. Tills means that
the $22.8 million was not excluded from the City's Annually Required Contribution and
as such, the plan was fully expensed in the same manner as it would be under the City
Comptroller's proposed accounting treatment. The result is that this has the same impact
on tbe City's ending Net Assets for the period reported as if the QEBA was reported. as a
discrete defined benefit plan.

The City's financial statements were and still are, deemed to be reasonable and
considered to be materially correct. Furthernl0re, the City's actuarially determined
liabilities were correct in total. However, certain other disclosures required by GASB 27
were not included in the City's 2003 CAFR. These disclosures include discretely
presenting the funding progress of the plan, the description of the plan and certain other
actuarial information concerning the QEBA plan.

Considered from a quantitative perspective, the QEBA plan, valued as of June 30, 2006
constitutes .7% and .6% offiduciary net assets held in trust by SDCERS and total
Actuarial Accrued Liability respectively. Using I% (which is considered low by most
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professionals) as a basis for evaluating quantitative materiality to the financial statements,
both indicators fa.Il well below the acceptable range. As such, we are comfortable with the
presentation of the 2003 CAFR.

It should be DOted that staffhas added a narrative discussion of the QEBA plan into the
2004 CAFR on page 105 of the CAFR.

8. Has this .issue, the corresponding unfunded liability and annual contributions been
properly disclosed in the SDCERS 2003 and 2004 CAFRs?

The retrospective testing failures of benefits actnally paid in excess of annua14l5(b)
limits were disclosed in SDCERS' fiscal year 2004 CAFR. It was not included in the
SDCERS fiscal year 2003 CAFR. The impact to the City's Unfunded Actnarial Liability
was disclosed in the City's JundO, 2006 Annual Actnarial Valuation. SDCERS has
received an unqualified opinion on their 2004 CAFR.

9. Who calculated the $22.8 million unfunded liability number? Have you confirmed
that number with the City's actuary? If not, do you intend to?

SDCERS' actnary, Cheiron, calculated the impact of applying Section 4l5(b) limits to its
calculations of the overall plan liabilities in the City's June 30, 2006 Almual Actnarial
Valuation Report.

10. Since this $22.8 million unfunded liability results from defmed benefit pension
promises that are outside the proper treatment of IRS 415 limitations how is it legal
for the City of San Diego to simply assume that unfunded liability from SDCERS?

I will defer to the City Attorney for an answer to this question.

11. Is this IRS 415lintit violation strictly created by the defined benefit pension
payments or do the payments from the DROP acconnts also contribute to the IRS
415 lintit violation?

A member's DROP benefit must be included in the 415(b) limit testing, which increases
the number of payees who exceed the 415(b) limits, as well as the amount by which they
exceed the limits.

12. How many employees are currently receiving pension benefits above What the IRS
considers legal andfor are outside of benefit limitations? What is the average
amount of benefits that are received per emjlloyee above the IRS limitations?
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After the IRS approves SDCERS' testing methodology, SDCERS willlmow the affected
number of members and the exact amounts involved,

13. Will this liability grow as more employees are added or have corrective actions been
taken to prevent this from continuing? Is there any action(s) that the City Council
should take to correct this?

Vlhether anyone individual's pension benefit will exceed the 415 Dollar Limit at
retirement depends upon the actual Section 415(b) limits as set by Congress and adjusted
by the IRS, and a variety of actuarial probabilities, such as how long the employee win
work for the City, the probability of earning a vested benefit, the employee's age at
retirement, the employee's pensionable compensation, how fast that compensation
increases over the course of a career, the amount in the member's DROP account at
retirement, and whether and how the benefit structure changes with respect to that

The City Council took corrective action to eliminate Section 415(b) violations, while
permitting payment onts promised benefits, by establishing the POB Plan,

14. What is the dollar amount the City proposes to pay towards this unfunded liability
in the 2008 budget? Where is the Annual Actuarial Valuation that supports that
annual contribution amonnt?

The City will not make any payment toward the "unfunded liability" for the excess
benefits to be paid from the POB Plan. Instead, the City will pay into the POB Plan, on
an annual basis, the amount necessary to pay that year's benefits above the 415 Dollar
Limit. As explained above, the POB Plan cannot be pre-funded.

Each year SDCERS will determine the amount necessary to fund any pension benefits
payable during that year in excess ofthe Section 415(b) limits. This amount will include
the projected amount of all excess benefits payable for the calendar year to existing and
proj.ected payees, as wen as the projected cost of administering the POB Plan,

SDCERS will provide information to the City and the City will fund this amount on an
annual basis, Any amounts remaining in the POB Plan at the end of a calendar year will
be carried forward to pay benefits and administrative costs in the following year, '

15. On what page of the proposed 2008 budget is that annual required contribution for
this unfunded liability shown? (I believe that yon referred me to page 133 of
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Volume II,but I cannot locate it.) Is the $22.8 million nnfunded liability shown in the
the budget or just the annual payment?

The projected payment to SDCERS for this liability has been budgeted in Citywide
Program Expenditures and is on page 133 of Volume II ofthe proposed Fiscal Year 2008
Budget. It was not specifically called out in the budget document but rather is part of the
$2,874,735.

With respect to the budget, we have budgeted payment of this liability Dna pay as you go
basis which is consistent with IRS requirements. As such, SDCERS has estimated the
payment to be approximately $500,000. The City will ultimately pay the actual amount
billed by SDCERS.

16. Is there any other information of which you are aware that is material that I have

None that I can think of.

Attachments

Cc: Honorable Mayor Sanders
Honorable City Council Members
Honorable City Attorney
Independent Budget Analyst
SDeERS Administrator
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LII I Legal Information Institute

U.S. Code collection

TITLE 26 > Subtitle A > CHAPTER 1 > Subchapter D > PART I > Subpart B > § 415

§ 415. Limitations on benefits and
contribution under qualified plans

(a) General rule

(1) Trusts

A trust which is a part
of a pension, profitsharing, or stock bonus pian shall not constitute a qualified
trust under section 401 (a) if-

(A) in the case of a defined benefit pian, the plan provides for the payment
of benefits with respect to a participant which exceed the limitation of
subsection (b), or

_._ -----(B)-- in-thecase_oLa_defined_con tcibuti00. pian,contcibutions.and_otber _
additions under the plan with respect to any participant for any taxable year
exceed the limitation of subsection (c),

(2) Section applies to certain annuities and accounts

In the case of-

(A) an employee annuity plan described in section 403 (a),

(B) an annuity contract described in section 403 (b), or

(C) a simplified empioyee pension described in section 408 (k),

such a contract, plan, or pension shall not be considered to be described in
section 403 (a), 403 (b), or 408 (k), as the case may be, unless it satisfies the
requirements of subparagraph (A) or subparagraph (B) of paragraph (1),
whichever is appropriate, and has not been disqualified under subsection (g). In
the case of an annuity contract described In section 403 (b), the preceding
sentence shall apply only to the portion of the annuity contract which exceeds the
limitation of subsection (b) or the limitation of subsection (c), whichever is
appropriate,

(b) Limitation for defined benefit plans

(1) In general

Benefits with respect to a participant exceed the limitation of this subsection if,
when expressed as an annual benefit (Within the meaning of paragraph (2)),
such annual benefit is greater than the lesser of-

(A) $160,000, or

(8) 100 percent of the participant's average compensation for his high 3

http://wW.N4.law.comelLeduJuscodelhtmlluscode26/usc_sec_26_00000415----000-.html 9112/2007
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(2) Annual benefit

(A) In general

For purposes of paragraph (1), the term "annual benefit" means a benefit
payable annually in the form of a straight life annuity (with no ancillary
benefits) under a pian to which empioyees do not contribute and under
which no rollover contributions (as defined In sections 402 (c), 403 (a)(4),
403 (b)(8), 408 (d)(3), and 457 (e)(16)) are made.

(6) Adjustment for certain other forms of benefit

If the benefit under the pian is payable In any form other than the form
described In subparagraph (A), or if the employees contribute to the plan
or make rollover contributions (as defined in sections 402 (c), 403 (a)(4),
403 (b)(8), 408 (d)(3), and 457 (e)(16)), the determinations as to
whether the limitation described in paragraph (1) has been satisfied shall
be made, In accordance with regulations prescribed by the Secretary by
adjusting such benefit so that it is equivaient to the benefit described in
subparagraph (A). For purposes of this subparagraph, any ancillary benefit
which Is not directly related to retirement Income benefits shall not be
taken Into account; and that portion of any joint and survivor annuity
which constitutes a qualified joint and survivor annuity (as defined In
section 417) shall not be taken into account .

...... .. , .. (CTAdjustmenfto$160;OOO'litrtifW!iere benefit begins before age'"
62

If the retirement income benefit under the plan begins before age 62, the
determination as to whether the $160,000 limitation set forth in
paragraph (l)(A) has been satisfied shall be made, in accordance with
regulations prescribed by the Secretary, by reducing the iimitation of
paragraph (l)(A) so that such ilmitation (as so reduced) equals an annuai
benefit (beginning when such retirement income benefit begins) which Is
equivalent to a $160,000 annual benefit beginning at age 62.

(D) Adjustment to $160,000 limit where benefit begins after age 65

If the retirement income benefit under the plan begins after age 65, the
determination as to whether the $160,000 limitation set forth in
paragraph (l)(A) has been satisfied shall be made, In accordance with
regUlations prescribed by the Secretary, by increasing the limitation of
paragraph (l)(A) so that such limitation (as so increased) equals an
annual benefit (beginning when such retirement income benefit begins)
which is eqUivalent to a $160,000 annual benefit beginning at age 65.

(E) Limitation on certain assumptions

(i) For purposes of adjusting any limitation under subparagraph (C)
and, except as provided in clause (il), for purposes of adjusting any
benefit under subparagraph (6), the interest rate assumption shail not
be less than the greater of 5 percent or the rate specified In the plan.

(ii) For purposes of adjusting any benefit under subparagraph (6) for
any form of benefit subject to section 417 (e)(3), the appiicable
interest ,'ate (as defined in section 417 (e)(3)) shall be substituted for
"5 percent" In clause (i), except that in the case of plan years
beginning In 2004 or 200S, "5.5 percent" shall be substituted for "5

http://\\'INw4Jaw.comell.edu/uscodetntml/uscode26/usc_sec..26_00000415 ···-000-.html 9/12/2007



US CODE: Title 26,415. Limitations on benefits and contribution under qualified plans Page 3 of 16

percent" in ciause (i).

(iii) For purposes of adjusting any limitation under subparagraph (D),
the interest rate assumption shall not be greater than the lesser of 5
perceht or the rate specified in the plan.

(iv) For purposes of this subsection, no adjustments under
subsection (d)(l) shall be taken into account before the year for which
such adjustment first takes effect.

(v) For purposes of adjusting any benefit or limitation under
subparagraph (8), (C), or (D), the mortality table used shall be the
table prescribed by the Secretary. Such table shall be based on the
prevailing commissioners' standard table (described in. section 807 (d)
(5)(A» used to determine reserves for group annuity contracts issued
on the date the adjustment is being made (Without regard to any other
subparagraph of section 807 (d)(5».

[(F) Repealed. Pub. L 107-16, title VI, § 611(a)(5)(A), June 7,

2001,115 Stat. 97]

(G) Special limitation for qualified police or firefighters

In the case of a qualified participant, subparagraph (C) of this paragraph
shall not appiy.

.........(H ).9ll."lif~eclp.a.r:!i:'ip_al1t_<:I:~il1:<:I__ .. . ...___
For purposes of subparagraph (G), the term "qualified participant" means
a participant-

(i) in a defined benefit pian which is maintained by a State or poiitical
subdivision thereof,

(ii) with respect to whom the period of service taken into account in
determining the amount of the benefit under such defined benefit plan
inciudes at least 15 years of service of the participant-

(I) as a full-time employee of any police department or fire
department which is organized and operated by the State or
political subdivision maintaining such defined benefit plan to
provide police protection, firefighting services, or emergency
medical services for any area within the jurisdiction of such State
or political subdivision, or

(II) as a member of the Armed Forces of the United States.

(I) Exemption for survivor and disability benefits provided under
governmental plans . ,
SUbparagraph (C) of this paragraph and paragraph (5) shall not apply to-

(i) income received from a governmental plan (as defined in section
414 (d)) as a pension, annuity, or similar allowance as the result of the
recipient becoming disabled by reason of personal injuries or sickness,
or

(ii) amounts received from a governmental plan by the beneficiaries,
survivors, or the estate of an employee as the result of the death of
the employee.

http://www4.law.comelLeduJuscode/htmlluscode26/usc_sec_26_00000415----000·.htm1 9112/2007
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(3) Average compensation for high 3 years

FQr purpQses of paragraph (1), a participant's high 3 years shall be the periQd
Qf cQnsecutive calendar years (nQt mQre than 3) during which the participant
bQth was an active participant in the plan and had the greatest aggregate
cQmpensatlon from the emplQyer. In the case Qf an emplQyee within the
meaning Qf section 401 (c)(l), the preceding sentence shall be applied by
substituting fQr "cQmpensation frQm the empioyer" the fQIIQwing: "the
participant's earned income (within the meaning of section 401 (c)(2) but
determined without regard tQ any exclusiQn under section 911)".

(4) Total annual benefits not in excess of $10,000

Notwithstanding the preceding prQvisiQns of this subsectiQn, the benefits
payabie with respect to a participant under any defined benefit pian shall be
deemed nQt tQ exceed the limitation Qf this subsectiQn if-

(A) the retirement benefits payabie with respect tQ such participant under
such pian and under all Qther defined benefit plans Qf the emplQyer dQ nQt
exceed $10,000 fQr the plan year, Qr fQr any priQr pian year, and

(B) the emplQyer has nQt at any time maintained a defined cQntribution
plan in which the participant participated.

(5) Reduction for participation or service of less than 10 years

(A) Dollar limitation

- - -- -----.-- --- ---"Tn-Th·e~-cas'e·-6ra·n-·employee-who-·Ii·as"les-s" tn~Iff-l U"ye'aYs"ofl:Y,HtlC1pati6h'Tn----­
a defined benefit plan, the limitatiQn referred tQ in paragraph (l)(A) shall
be the iimitation determined under such paragraph (withQut regard tQ this
paragraph) multipiied by a fractiQn-

(i) the numeratQr Qf which is the. number Qf years (Qr part thereof) of
participation in the defined benefit plan Qf the emplQyer, and

(ii) the denominatQr Qf which is 10.

(B) Compensation and benefits limitations

The provisions Qf subparagraph (A) shall apply to the IimitatiQns under
paragraphs (1)(6) and (4), except that such SUbparagraph shall be
applied with respect tQ years of service with an employer rather than
years of participation In a pian.

(C) Limitation on reduction

In nQ event shall subparagraph (A) QI' (6) reduce the limitatiQns referred
to in paragraphs (1) and (4) tQ an amQunt less than 1!1O of such
limitation (determined without regard tQ this paragraph).

(D) Application to changes in benefit structure

To the extent provided in regulatiQns, subparagraph (A) shall be applied
separately with respect tQ each change in the benefit structure of a plan.

(6) Computation of benefits and contributions

The cQmputatiQn Qf-

(A) benefits under a defined cQntributiQn plan, fQr purposes of sectiQn 401

http://www4.law.comell. eduJuscode/html/uscQde26!usc_sec.26_00000415 ----000-.html 9112/2007
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(B) contributions made on behalf of a participant in a defined benefit plan,
for purposes of section 401 (a)(4), and

(C) contributions and benefits provided for a participant in a plan described
in section 414 (k), for purposes of this section

shall not be made on a basis inconsistent with regulations prescribed by the
Secretary,

(7) Benefits under certain collectively bargained plans

For a year, the limitation referred to In paragraph (l)(B) shall not appiy to
benefits with respect to a participant under a defined benefit plan (other than a
multlemployer plan)-

(A) which is maintained for such year pursuant to a coiiective bargaining
agreement between empioyee representatives and one or more employers,

(B) which, at all times during such year, has at least 100 participants,

(C) under which benefits are determined solely by reference to length of
service, the particular years during which service was rendered, age at
retirement, and date of retirement,

(D) which provides that an employee who has at least 4 years of service
has a nonforfeitable right to 100 percent of his accrued benefit derived from

(E) which requires, as a condition of participation in the pian, that an
employee complete a period of not more than 60 consecutive days of service
with the employer or employers maintaining the plan,

This paragraph shall not apply to a participant whose compensation for any 3
years during the 10-year period Immediately preceding the year in which he
separates from service exceeded the average compensation for such 3 years of all
participants in such pian, This paragraph shall not apply to a participant for any
period for which he is a participant under another plan to which this section
applies which is maintained by an employer maintaining this plan, For any year
for which the paragraph applies to benefits with respect to a participant,
paragraph (l)(A) and subsection (d)(l)(A) shall be applied with respect to such
participant by substituting one-half the amount otherwise applicable for such year
under paragraph (l)(A) for "$160,000",

(8) Social security retirement age defined

For purposes of this subsection, the term "social security retirement age"
means the age used as the retirement age under section 216(1) of the Social
Security Act, except that such section shail be applied-

(A) without regard to the age increase factor, and

(B) as if the early retirement age under section 216(1)(2) of such Act were
62,

(9) Special rule for commercial airline pilots

(A) In general

Except as prOVided in subparagraph (8), in the case of any participant
who is a commercial airline pilot, If, as of the time of the participant's

hitp:/hvww4.law.comelLeduJuscode/htm1/uscode26/usc_sec_26_00000415 ----OOO-,html 9/12/2007
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retirement, regulations prescribed by the federal Aviation Administration
require an individual to separate from service as a commercial airline piiot
after attaining any age occurring on or after age 60 and before age 62.,
paragraph (2.)(C) shall be appiied by substituting such age for age 62..

(B) Individuals who separate from service before age 60

If a participant described In subparagraph (A) separates from service
before age 60, the ruies of paragraph (2.)(C) shall apply.

(10) Special rule for State and local government plans

(A) Limitation to equal accrued benefit

In the case of a plan maintained for its empioyees by any State or political
subdivision thereof, or.by any agency or instrumentality of the foregoing,
the limitation with respect to a qualified participant under this subsection
shall not be less than the accrued benefit of the participant under the plan
(determined without regard to any amendment of the plan made after
October 14, 1987).

(B) Qualified participant

for purposes of this paragraph, the term "qualified participant" means a
participant who first became a participant In the plan maintained by the
employer before January 1, 1990.

(i) In generai This paragraph shall not apply to any plan unless each
employer maintaining the plan elects before the close of the 1st plan
year beginning after December 31,1989, to have this subsection
(other than paragraph (2.)(G)).

(ii) Revocation of election An election under clause (I) may be
revoked not later than the last day of the third plan year beginning
after the date of the enactment of this clause. The revocation shall
apply to all plan years to which the election applied and to all
subsequent plan years. Any amount paid by a plan in a taxable year
ending after the revocation shall be includibie in Income in such
taxable year under the ruies of this chapter in effect for such taxable
year, except that, for purposes of applying the limitations imposed by
this section, any portion of such amount which is attributable to any
taxable year during which the eiection was in effect shall be treated as
received in such taxabie year.

(11) Special limitation rule for governmental and multiemployer plans

In the case of a governmental pian (as defined in section 414 (d) or a
multiempioyer plan (as defined in section 414 (f)), subparagraph (B) of
paragraph (1) shall not apply.

(c) Limitation for defined contribution plans

(1) In general

Contributions and other additions with respect to a participant exceed the
limitation of this subsection if, when expressed as an annual addition (Within
the meaning' of paragraph (2)) to the participant's account, such annual
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addition Is greater than the lesser of-

(A) $40,000, or

(8) 100 percent of the pal1:icipant's compensation.

Page 7 of 16

(2) Annual addition

For purposes of paragraph (1), the term "annual addition" means the sum of
any year of-

(A) employer contributions,

(8) the empioyee contributions, and

(C) forfeitures.

For the purposes of this paragraph, employee contributions under subparagraph
(B) are determined without regard to any rollover contributions (as defined in
sections 402 (c), 403 (a)(4), 403 (b)(8), 408 (d)(3), and 457 (e)(16» without
regard to employee contributions to a simplified employee pension which are
exciudabie from gross Income under section 408 (k)(6). Subparagraph (B) of
paragraph (1) shall not apply to any contribution for medical benefits (within the
meaning of section 419A (f)(2» after separation from service which is treated as
an annual addition.

(3) Participant's compensation

(A) In general

The term "participant's compensation" means the compensation of the
participant from the employer for the year.

(B) Special rule for self-employed individuals

In the case of an empioyee within the meaning of section 401 (C)(l),
subparagraph (A) shall be applied by substituting "the participant's earned
income (Within the meaning of section 401 (C)(2) but determined without
regard to any exciusion under section 911)" for "compensation of the
participant from the employer".

(C) Special rules for permanent and total disability

In the case of a participant In any defined contribution plan-

(I) who is permanently and totaliy disabled (as defined In section 22
(e)(3»,

(ii) who is not a highly compensated empioyee (Within the meaning
of section 414 (q», and

(iii) with respect to whom the empioyer elects, at such time and in
such manner as the Secretary may prescribe, to have this
SUbparagraph apply,

the term "participant's compensation" means the compensation the
participant would have received for the year if the participant was paid at
the rate of compensation paid immediately before becoming permanently
and totally disabled. This subparagraph shall apply only if contributions
made with respect to amounts treated as compensation under this
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subparagraph are nonforfeitable when made. If? defined contribution plan
provides for the continuation of contributions on behaif of ali participants
described in clause (i) for a fixed or determinable period, this subparagrapi1
shall be applied without regard to clauses (ii) and (iii).

(D) Certain deferrals included

The term "participant's compensation" shall indude-

(i) any elective deferral (as defined in section 402 (g)(3», and

(ii) any amount which is contributed or deferred by the employer at
the election of the employee and which is not includible in the gross
income of the employee by reason of section 125, 132 (f)(4), or 457.

(E) Annuity contracts

In the case of an annuity contract described in section 403 (b), the term
"participant's compensation" means the participant's inciudibie
compensation determined under section 403 (b)(3).

[(4) Repealed. Pub. L. 107-16, title VI, §632(a)(3)(E), June 7, 2001, 115
Stat. 114J

[(5) Repealed. Pub. L. 97-248, title II, § 238(d)(5), Sept. 3, 1982,96
Stat. 513 J

. .(6) ...speciaLruleforemployee stock ownership plans ... __.._.... . . .

If no more than one-third of the employer contributions to an employee stock
ownership pian (as described in section 4975 (e)(7» for a year which are
deductibie under paragraph (9) of section 404 (a) are allocated to highly
compensated employees (within the meaning of section 414 (q», the
limitations imposed by this section shall not apply to-

(A) forfeitures of empioyer securities (within the meaning of section 409)
under such an employee stock ownership plan if such securities were
acquired with the proceeds of a loan (as described in section 404 (a)(9)(A»,
or

(B) employer contributions to such an employee stock ownership plan
which are deductible under section 404 (a)(9)(B) and charged against the
participant's account.

The amount of any quaiified gratuitous transfer (as defined in section 664 (g)(l»
allocated to a participant for any limitation year shall not exceed the limitations
imposed by this section, but such amount shall not be taken into account In
determining whether any other amount exceeds the limitations imposed by this
section.

(7) Special rules relating to church plans

(A) Alternative contribution limitation

(i) In general Notwithstanding any other provision of this
SUbsection, at the election of a participant who is an employee of a
church or a convention or association of churches, including an
organization described In section 414 (e)( 3)( B)(ii), contributions and
other additions for an annuity contract or retirement income account
described in section 403 (b) with respect to such participant, when
expressed as an annual addition to such participant's account, shall be
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treated as not exceeding the limitation of paragraph (1) if such annual
addition is not in excess of $10,000.

(ii) $40,000 aggregate limitation The total amount of additions with
respect to any participant which may be taken into account for
purposes of this SUbparagraph for all years may not exceed $40,000.

(6) Number of years of service for duly ordained, commissioned, or
licensed ministers or lay employees

For purposes of this paragraph-

(i) all years of service by-.

(I) a dUly ordained, commissioned, or licensed minister of a
church, or

(II) a iay person,

as an employee of a church, a convention or association of churches,
including an organization described in section 414 (e)(3)(B)(ii), shall
be considered as years of service for 1 employer, and

(Ii) all amounts contributed for annuity contracts by each such church
(or convention or association of churches) or such organization during
such years for such minister or iay person shall be considered to have
been contributed by 1 empioyer.

- (C) Foreign- missionaries-------

In the case of any individual described in subparagraph (8) performing
services outside the United States, contributions and other additions for
an annuity contract ar retirement income accaunt described In section 403
(b) with respect to such employee, when expressed as an annual addltian
ta such emplayee's account, shall not be treated as exceeding the
limltatian af paragraph (1) if such annual addition Is nat In excess af
$3,000. This SUbparagraph shall nat apply with respect ta any taxable
year ta any individual whose adjusted gross income for such taxable year
(determined separately and without regard to community property iaws)
exceeds $17,000.

(D) Annual addition

For purposes of this paragraph, the term "annual addition" has the
meaning given such term by paragraph (2).

(E) Church, convention or association of churches

For purposes of this paragraph, the terms "church" and "convention or
association of churches" have the same meaning as when used in section
414 (e).

(d) Cost-of-Iiving adjustments

(1) In general

The Secretary shall adjust annuaily-

(A) the $160,000 amount in subsection (b)(l)(A),

(B) in the case of a participant who is separated from service, the amount
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taken into account under subsection (b)(l)(B), and

(C) the $40,000 amount in subsection (c)(l)(A),

for increases in the cost-of-iiving in accordance with regulations prescribed by the
Secretary.

(2) Method

The regulations prescribed under paragraph (1) shali provide for-

(A) an adjustment with respect to any calendar year based on the increase
in the applicable index for the calendar quarter ending September 30 of the
preceding calendar year over such Index for the base period, and

(B) adjustment procedures which are similar to the procedures used to
adjust benefit amounts under section 215(i)(2)(A) of the Social Security Act.

(3) Base period

For purposes of paragraph (2)-

CA) $160,000 amount

The base period taken into account for purposes of paragraph (l)(A) is the
calendar quarter beginning Juiy 1, 2001.

(B) Separations after December 31, 1994

-- The- base period-taken into account-for-purposes_of paragraph (1 )(B)_wlth
respect to Individuals separating from service with the employer after
December 31, 1994, is the caiendar quarter beginning July 1 ofthe
calendar year preceding the calendar year in which such separation
occurs,

(C) Separations before January 1, 1995

The base period taken Into account for purposes of paragraph (1 )(8) with
respect to individuais separating from service with the employer before
January 1, 1995, is the calendar quarter beginning October 1 of the
calendar year preceding the calendar year in which such separation
occurs.

(D) $40,000 amount

The base period taken into account for purposes of paragraph (l)(C) is
the caiendar quarter beginning JUly 1, 2001.

(4) Rounding

(A) $160,000 amount

Any increase under subparagraph (A) of paragraph (1) which is not a
multiple of $5,000 shall be rounded to the next iowest multiple of $5,000.
This subparagraph shall also apply for purposes of any provision of this
title that prOVides for adjustments in accordance with the method
contained in this subsection, except to the extent provided in such
provision.

(B) $40,000 amount

Any increase under SUbparagraph (C) of paragraph (1) which is not a
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mUltiple of $1,000 shall be rounded to the next lowest multiple of $1,000.

[(e) Repealed. Pub. L. 104-188, title I, § 1452(a), Aug. 20, 1996, 110 Stat.

1816J

(f) Combining of plans

(1) In general

For purposes of applying the limitations of subsections (b) and (c)-

(A) all defined benefit pians (whether or not terminated) of an employer
are to be treated as one defined benefit plan, and

(6) all defined contribution plans (whether or not terminated) of an
employer are to be treated as one defined contribution plan.

(2) Annual compensation taken into account for defined benefit plans

!fthe employer has more than one defined benefit plan-

(A) subsection (b)(l)(B) shall be applied separately with respect to each
such plan, but

(6) in applying subsection (b)(l)(B) to the aggregate of such defined
benefit plans for purposes of this subsection, the high 3 years of
compensation taken into account shall be the period of consecutive calendar

..... - .... - -years (notmore.. than.J) during which theindividuaL had thegreatesL __
aggregate compensation from the employer.

(3) Exception for multiemployer plans

Notwithstanding paragraph (1) and subsection (g), a multiemployer plan (as
defined in section 414 (f)) shall not be combined or aggregated-

(A) with any other plan which is not a muitiemployer plan for purposes of
applying subsection (b)(l)(B) to such other plan, or

(6) with any other multiemployer plan for purposes of applying the
limitations established in this section.

(g) Aggregation of plans

Except as provided in subsection (f)(3), the Secretary, in applying the provisions of
this section to benefits or contributions under more than one plan maintained by the
same employer, and to any trusts, contracts, accounts, or bonds referred to In
subsection (a)(2), with respect to which the participant has the control required
under section 414 (b) or (c), as modified by subsection (h), shall, under regulations
prescribed by the Secretary, disqualify one or more trusts, plans, contracts,
accounts, or bonds, or any combination thereof until such benefits or contributions do
not exceed the limitations contained in this section. In addition to taking into account
such other factors as may be necessary to carry out the purposes of subsection (f),
the regulations prescribed under this paragraph shall provide that no plan which has
been terminated shall be disqualified until all other trusts, pians, contracts, accounts,
or bonds have been disquailfied.

(h) 50 percent control

For purposes of applying subsections (b) and (c) of section 414 to this section, the
phrase "more than 50 percent" shall be substituted 'for the phrase "at least 80
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percent" each place it appears in section 1563 (a)(l).

(i) Records not available for past periods

Where for the period before January 1, 1976, or (if later) the first day of the first
plan year of the plan, the records necessary for the application of this section are not
available, the Secretary may by regulations prescribe aiternate methods for
determining the amounts to be taken into account for such period.

(n Regulations; definition of year

The Secretary shall prescribe such regulations as may be necessary to carry out the
purposes of this section, including, but not limited to, regulations defining the term
"year" for purposes of any provision of this section.

(k) Special rules

(1) Defined benefit plan and defined contribution plan

For purposes of this title, the term "defined contribution plan" or "defined
benefit plan" means a defined contribution plan (within the meaning of section
414 (i)) or a defined benefit plan (within the meaning of section 414 (i)),
whichever applies, which is-

(A) a plan described in section 401 (a) which includes a trust which is
exempt from tax under section 501 (a),

(B)an annuity.. plan described in. section.403 (a),.

(C) an annuity contract described in section 403 (b), or

(D) a simplified empioyee pension.

(2) Contributions to provide cost-of-Iiving protection under defined
benefit plans

(A) In general

In the case of a defined benefit plan which maintains a qualified cost-of­
living arrangement-

(i) any contribution made directly by an employee under such an
arrangement shall not be treated as an annual addition for purposes of
subsection (c), and

(li) any benefit under such arrangement which is allocable to an
employer contribution which was transferred from a defined
contribution pian and to which the requirements of subsection (c) were
applied shall, for purposes of subsection (b), be treated as a benefit
derived from an empioyee contribution (and subsection (e) shaii not
again apply to such contribution by reason of such transfer).

(B) Qualified cost-of-Iiving arrangement defined

For purposes of this paragraph, the term "qualified cost-of-Iiving
arrangement" means an arrangement under a defined benefit pian
which-

(i) provides a cost-of-living adjustment to a benefit provided under
such pian or a separate pian subject to the requirements of section
412, and
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(ii) meets the requirements of subparagraphs (e), (D), (E), and (F)
and such other requirements as the Secretary may prescribe,

(C) Determination of amount of benefit

An arrangement meets the requirement of this subparagraph only if the
cost-of-living adjustment of participants is based-

(i) on increases in the cost-of-Iiving after the annuity starting date,
and

(ii) on average cost-of-living Increases determined by reference to 1
or more indexes prescribed by the Secretary, except that the
arrangement may provide that the increase for any year will not be
iess than 3 percent of the retirement benefit (determined without
regard to such increase),

(D) Arrangement elective; time for election

An arrangement meets the requirements of this subparagraph only if It is
elective, it is available under the same terms to ail participants, and it
prOVides that such election may at least be made in the year in which the
participant-

(i) attains the earliest retirement age under the defined benefit plan
(determined without regard to any requirement of separation from
service), or

...........

(ii) separates from service.

(E) Nondiscrimination requirements

An arrangement shall not meet the requirements of this subparagraph if
the Secretary finds that a pattern of discrimination exists with respect to
participation,

(F) Special rules for key employees

(i) [n general An arrangement shall not meet the requirements of
this paragraph if any key employee is eligible to participate.

(iI) Keyemployee For purposes of this subparagraph, the term "key
employee" has the meaning given such term by section 416 (i)(l),
except that in the case of a plan other than a top-heavy plan (within
the meaning of section 416 (g)), such term shall not Include an
individual who Is a key employee solely .by reason of section 416 (i)(l)
(A)(I).

(3) Repayments of cashouts under governmental plans

In the case of any repayment of contributions (inclUding Interest thet'eon) to
the governmental plan with respect to an amount previously refunded upon a
forfeiture of service credit under the pian or under another governmental pian
maintained by a State or local government empioyer within the same State,
any such repayment shail not be taken into account for purposes of this section.

(4) Special rules for sections 403 (b) and 408

For purposes of this section, any annuity contract described in section 403 (b)
for the benefit of a participant shall be treated as a defined contribution pian
maintained by each employer with respect to which the participant has the
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control required under subsection (b) or (c) of section 414 (as modified by
subsection (h)). For purposes of this section, any contribution by an empioyer
to a simplified employee pension plan for an individuai for a taxable year shall
be treated as an employer contribution to a defined contribution plan for such
individuai for such year.

(I) Treatment of certain medical benefits

(1) In general

For purposes of this section, contributions allocated to any individual medical
benefit account which is part of a pension or annuity pian shall be treated as an
annual addition to a defined contribution pian for purposes of subsection (c).
Subparagraph (6) of subsection (c)(l) shall not appiy to any amount treated as
an annual addition under the preceding sentence.

(2) Individual medical benefit account

For purposes of paragraph (1), the term "individual medical benefit account"
means any separate account-

(A) which Is established for a participant under a pension or annuity plan,
and

(B) from which benefits described in section 401 (h) are payable solely to
such participant, his spouse, or his dependents.

(m) Treatment of qualified .governmental excess benefit arrangements

(1) Governmental plan not affected

In determining whether a governmentai plan (as defined in section 414 (d))
meets the requirements of this section, benefits provided under a qualified
governmental excess benefit arrangement shall not be taken into account.
Income accruing to a governmental pian (or. to a trust that is maintained soieiy
for the purpose of providing benefits under a qualified governmental excess
benefit arrangement) in respect of a qualified governmental excess benefit
arrangement shall constitute income derived from the exercise of an essential
governmental function upon which such governmental plan (or trust) shall be
exempt from tax under section 115.

(2) Taxation of participant

For purposes of this chapter-

(A) the taxable year or years for which amounts In respect of a qualified
governmental excess benefit arrangement are includibie in gross Income by
a participant, and

(B) the treatment of such amounts when so includible by the participant,

shali be determined as if such qualified governmental excess benefit arrangement
were treated as a plan for the deferral of compensation which is maintained by a
corporation not exempt from tax under this chapter and which does not meet the
requirements for qualification under section 401.

(3) Qualified governmental excess benefit arrangement

For purposes of this subsection, the term "qualified governmental excess
benefit arrangement" means a portion of a governmental plan If-
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(A) such portion is maintained soleiy for the purpose of providing to
participants In the plan that part of the participant's annual benefit
otherwise payable under the terms of the plan that exceeds the limitations
on benefits Imposed by this section,

(13) under such portion no election is provided at any time to the
participant (directiy or indirectiy) to defer compensation, and

(e) benefits described in subparagraph (A) are not paid from a trust
forming a part of such governmental plan unless such trust is maintained
soleiy for the purpose of providing such benefits.

(n) Special rules relating to purchase of permissive service credit

(1) In general

If an employee makes 1 or more contributions to a defined benefit
governmental plan (within the meaning of section 414 (d» to purchase
permissive service credit under such pian, then the requirements of this section
shall be treated as met only If-

(A) the requirements of subsection (b) are met, determined by treating the
accrued benefit derived from all such contributions as an annual benefit for
purposes of subsection (b), or

(B) the requirements of subsection (c) are met, determined by treating all
such contributions as annual additions for purposes of subsection (c).

---------

(2) Application of limit

For purposes of-

(A) applying paragraph (1)(A), the plan shall not fall to meet the reduced
limit under subsection (b)(2)(C) solely by reason of this subsection, and

(B) applying par-agraph (1)(8), the plan shall not fail to meet the
percentage limitation under subsection (c)(l)(B) solely by reason of this
subsection. .

(3) Permissive service credit

For purposes of this subsectlon-

(A) In general

The term "permissive service credit" means service credit-

(i) recognized by the governmental pian for purposes of caicuiating a
participant's benefit under the pian,

(li) which such participant has not received under such governmental
pian, and

(iii) which such participant may receive only by making a voluntary
additionai contribution, in an amount determined under such
governmental plan, which does not exceed ti,e amount necessary to
fund the benefit attributable to such service credit.

(B) Limitation on nonqualified service credit

A plan shall fail to meet the requirements of this section if-
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(i) more than 5 years of permissive service credit attributable to
nonqualified service are taken into account for purposes of this
subsection, or

(ii) any permissive service credit attributabie to nonqualified service
is taken into account under this subsection before the employee has at
least 5 years of participation under the plan.

(e) Nonqualified service

For purposes of subparagraph (B), the term "nonqualified service" means
service for which permissive service credit is allowed other than-

(i) service (including parental, medicai, sabbaticai, and similar leave)
as an empioyee of the Government of the United States, any State or
political subdivision thereof, or any agency or instrumentality of any of
the foregoing (other than military service or service for credit which
was obtained as a result of a repayment described in subsection (k)
(3)) ,

(ii) service (including parental, medical, sabbatical, and similar leave)
as an empioyee (other than as an employee described In cia use (i)) of
an educational organization described in section 170 (b)(l)(A)(ii)
which is a public, private, or sectarian school which provides
eiementary or secondary education (through grade 12), as determined
under State iaw,

(iiiT seNlceasanemployee of an association of employees who are
described in clause (I), or

(Iv) military service (other than qualified military service under
section 414 (u)) recognized by such governmental pian.

In the case of service described in clause (i), (ii), or (iii), such service will be
nonqualifled service if recognition of such service would cause a participant
to receive a retirement benefit for the same service under more than one
plan.

LII has no control over and does not endorse any external
Internet site that contains links to or references LIf,
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I.
INTRODUCTION

Ice Miller LLP ("Ice Miller") has been retained to provide a compliance review with
regard to the Internal Revenue Code of 1986, as amended ("Code"), requirements applicable to
the status of the San Diego City Employees' Retirement System ("SDCERS ") as a qualified
retirement plan under Code Section 401(a).

Ice Miller is not considering tax reporting and withholding under the Code nor any other
federal law. We are also not deliberating any state law issues. Where state law must be
considered, we are relying on interpretations provided by SDCERS counseL

This report pertains to Code Section 4l5(b) and 415(c), and to Code Section 415(n) as it
is related to 415(b) and 4l5(c). We have touched on Code Section 415(m) only with respect to
the treatment of excess benefits under Code Section 415(b). We have prepared a separate
briefing document for SDCERS on the topic of 4l5(m).

We have based this report on the material provided to us by SDCERS. We have not
independently verified what has been provided to us. We are relying on SDCERS to provide us
with documents, forms, and information necessary for this review.

IMPORTANCE OF CODE SECTION 415 COMPLIANCE

A. SDCERS AS AQUALlFIElJ GOVERNMENTAL PLAN

Retaining "qualified plan" status under Code Section 40l(a) is an important requirement
for retirement plans. The primary advantages in retaining "qualified" status are that (i) employer
contributions are not taxable to members as they are made (even when vested) and taxation only
occurs when plan distributions are made, (ii) earnings and income are not taxed to the trust or the
members; (iii) certain favorable tax treatments are available to members when they receive plan
distributions, ~ ability to rollover amounts; (iv) employers may "pick up" employee
contributions; and (v) employer contributions to, and benefits from, the plan are never subject to
employment taxes (i.e., FICA taxes). These advantages would generally not apply to a non­
qualified plan.

B. CODE SECTION 415 LIMITS

One key qualification requirement applicable to qualified plans is the Code Section 4 I5
limits. Code Section 415 benefit and contribution limits must be followed to protect the tax
qualified status of a retirement plan under Code Section 40l(a). These limits must be met by all
plan members. If even one member is paid an armual benefit greater than Code Section 415
allows, or contributes more than Code Section 415 allows, theoretically. the entire plan will be
disqualified.
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C. PROPOSED REGULAnONS

On May 31, 2005, the IRS issued proposed regulations for Code Section 415 (the
"Proposed Regulations"). The Proposed Regulations are mentioned below where their
provisions are of particular interest or concern. However, given that it is expected that the IRS
will finalize these regulations in 2006, and we anticipate some changes being made to the
regulations as they move to final, we have not included an in-depth analysis of the Proposed
Regulations in this overview. However, we have attached a summary of key areas addressed by
the Proposed Regulations as Appendix A. Recently, the IRS issued Notice 2005-87, which states
that the grandfather provisions contained in the Proposed Regulations will be expanded upon
issuance of final regulations.

III.
OVERVIEW OF LAW WITH RESPECT TO

DEFINED BENEFIT LIMITATIONS

This Section of our Compliance Strategy Report provides an overview of the federal law
with regard to Code Section 4l5(b). The impact of Code Section 4l5(b) on SDCERS and our
specific recommendations for a compliance strategy are included in the next· Section of this
Report.

. k··BASIC BENEFIT LIMITS·

1. Current Limits

As amended by the Economic Growth and Tax Relief Reconciliation Act of 2001
("EGTRRA"), the basic requirement of Code Section 4l5(b) is that the annual benefit in the form
of a single life annuity provided to a member who is between the ages of 62 and 65 may not
exceed the lesser of: (1) $160,000 as adjusted for inflation in $5,000 increments (the "Dollar
Limit"), or (2) 100% of average compensation (the "Salary Limit"). Code Section 4l5(b)(1).
For the 2006 calendar limitation year, the Dollar Limit is $175,000. The Salary Limit does not
apply to governmental plans such as SDCERS. Therefore, the following discussion and our
methodology do not include the Salary Limit.

The Proposed Regulations would require that limits be applied on an annual basis to the
accrued benefit. In Ice Miller's comment letter to the IRS with regard to the Proposed
Regulations, we stated the following on this point:

We do have one overarching concern with the Proposed Regulations. They are
fundamentally based on an annual accrual concept. For private sector plans this
works well and is entirely consistent with the requirements and structure of Code
Sections 411 and 412. However, these rules are not applicable to governmental
plans, and, for most governmental plans, this concept does not work. In the
governmental environment, vesting is generally determined by state law or local
ordinances. In many cases, there is no "accrual" concept in the governing laws,
but rather set benefits payable at certain events.

2
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Therefore, we have prepared this compliance strategy report on the assumption that
benefit testing for 4I5(b) purposes will be done at benefit payout.

2. Limitation Year

The annual benefit is tested in a "limitation year." Unless an election is made by the
employer, the limitation year is the calendar year. Treas. Reg. § l.4l5-2(b)(1). An employer
that maintains more than one qualified plan may elect to use different limitation years for each
such plan. Treas. Reg. § 1.415-2(b)(3).

B. T AMRA ELECTION

Section 415(b)(1 0) of the Code was added by the Technical and Miscellaneous Revenue
Act of 1988 (sometimes called TAMRA) to offer state and local government plans a means of
complying with the Section 415 limits without violating state anti-cutback laws. Under this
Section, the defined benefit limit for an employee who became a participant in the plan before
January I, 1990, would not be less than his or her accrued benefit detennined without regard to
any plan amendment adopted after October 14, 1987. However, for a state or local government
to take advantage of Section 415(b)(IO), each employer maintaining the plan was required to
elect, before the close of the plan year beginning in 1990, to apply the defined benefit limits
applicable to private plans to employees who first became participants after 1990. However,

"there"were'alsospecia1~provisions~forstate'wide statutory' changes: " 'For plans that made a"
TAMRA election, the qualified participants would still have their TAMRA protection.

C. AMOUNTS EXCLUDED FROM TESTING

For purposes of Code Section 415(b), the annual benefit means the benefit payable
annually in the form of a straight life annuity (with no ancillary benefits), without considering
payments made from a qualified excess benefit arrangement, after-tax employee contributions,
and any rollover contributions. Code Section 4l5(b)(2). '

1. Ancillary Benefits

"Ancillary benefits" do not count toward the benefits subject to Code Section 415. As a
result, any benefit that is an ancillary benefit can exceed the 415 limits without the plan being
disqualified. Generally, "ancillary benefits" are benefits not directly related to retirement income
benefits. Ancillary benefits include "pre-retirement disability benefits and death benefits (such
as in-service death benefits)." Code Section 415(b)(2)(B); Treas. Reg. § 1.415-3(c)(ii).

a. Pre-Retirement DisabilityBenefits

According to a non-precedential IRS Information Letter (IRS Information Letter on § 415
Limitations on Public Plans dated August 20, 1991 ("IRS Letter")) discussing Code Section 415
limitations on governmental plans, pre-retirement disability benefits under governmental plans
are not taken into account under Code Section 415, even if the pre-retirement disability benefits
exceed the "qualified disability benefit" limitations established in Code Section 411(a)(9). IRS
Letter, § I Q&A-3; Treas. Reg. § 1.415-3(c)(ii). However, pre-retirement disability benefits are
required to comply with Revenue Ruling 72-3, which prohibits a pension plan benefit from
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exceeding 100% of the employee's compensation. For this purpose, the definition of the term
"compensation" is similar to the definition identified in Code Section 415 and is subject to cost
of living increases. Thus, there is still a test that needs to apply to pre-retirement disability
benefits. Contrasted to pre-retirement disability benefits, post-retirement disability benefits must
be taken into account for purposes of complying with the Code Section 415 limitations. IRS
Letter, § I Q&A-4. Thus, (1) post-retirement disability benefits, (2) line of duty disability
benefits paid post normal retirement date, and (3) pre-retirement disability benefits payable post
normal retirement age will be tested under Code Section 41 5(b).

b. Pre-Retirement Death Benefits

Pre-retirement death benefits provided under a governmental plan are also exempt from
the Code Section 415 limits. IRS Letter, § I Q&A-5; Treas. Reg. § 1.415-3(c)(ii). However,
pre-retirement death benefits must meet the incidental benefit requirements of Code Section 401
and the regulations thereto. Generally speaking, death benefits are incidental where the plan
provides a pre-retirement death benefit that is no greater than 100 times the monthly annuity
benefit provided under the plan, or the cost of the death benefit does not exceed 25% of the total
cost of all benefits for that participant. (This latter test would be one that would be analyzed by
an actuary.) Revenue Ruling 74-307, 1974-2 C.B. 126.

2..... Qualified Excess Benefit Arrangement ("QEBA")

Effective for years after December 31, 1994, state and local government employers may
maintain "qualified goverrunental excess benefit plans" ("QEBA") under Code Section 4i5(m).
Excess Plans are plans that provide benefits that cannot be provided under a qualified plan due to
the limits on contributions and benefits. Excess Plans permit state and local government
employers to provide benefits to their employees:

(I) without jeopardizing plan qualification because of the limits on contributions and
benefits under Code Section 415,

(2) without jeopardizing a plan's status under Code Section 457 as an "eligible
deferred compensation plan," and

(3) without the income that accrues to the qualified governmental excess benefit plan
being taxable to the plan's government sponsor.

As we have discussed, we will not be addressing Code Section 415(m) and QEBAs in
detail in this report, but in a separate report. However, for the purposes of determining
retrospective benefit testing protocols, we think that it is relevant to consider the following
provision that accompanied the enactment of Code Section 415(m):

Nothing in the amendments made by this section shall be construed to imply that
a governmental plan (as defined in section 414(d) of the Internal Revenue Code of
1986) fails to satisfy the requirements of section 415 of such Code for any taxable
year beginning before January 1, 1995.
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PL. 104-188. § 1444(c)(2). Under this grandfather section, retroactive testing for plan
qualification purposes does not need to consider payments made prior to January 1, 1995.

3. Allocation of Benefits to After-Tax Employee Contributions

Contributions made on an after-tax basis to a defined benefit plan are deemed to be
annual additions and subject to Code Section 415(c) limits (discussed below in more detail).
Therefore, because the benefits have already been tested under Code Section 415(c), any portion
of a defined benefIt attributable to those after-tax contributions may be subtracted from the
annual benefit before it is tested under Code Section 415(b). However, iUs important to note
that benefits that would be attributable to excess 415(c) contributions would not be "subtracted"
from the annual benefit for 415(b) testing purposes.

a. Mandatory Employee Contributions

Treas. Reg. Section 1.415-3(d)(1) provides that the annual benefit attributable to
mandatory contributions is determined by using the factors described in Code Section
41 I(c)(2)(B) "regardless of whether Section 411 applies to that plan." Regulations under Treas.
Reg. Section 1.411(c)-l (c) establish the required method for allocating a portion of the defined
benefit to the after-tax employee contributions for purposes of excluding this amount from the
final annual benefit to be tested. The method requires calculation of the after-tax (not picked up)
emp1oyeecontributiohS-'(Doth'mandatotyemplo)'i£cofittibutions-andiiiiY'yoliiiitarjr-'ilffei'=[ilx""'"
payments for service purchases unless tested under Code Section 415(n»), plus interest, at rates
specified by the regulations. See Treas. Reg. § 1.411(c)-1(c). Generally, interest is computed at
the rate provided by the plan until the last plan year before Code Section 411 (a)(2) does not
apply. Id. Thereafter, a plan should use a 5% interest rate factor.

Because governmental plans are exempt from Code Section 411, it is not clear how to
apply this guidance to a governmental plan to which Section 411(a)(2) never applies. The
Proposed Regulations provide that Code Section 411 should apply to this calculation even if the
section is not applicable to the plan. Ice Miller commented on this point as follows:

Because governmental plans are always exempt from Code Section 411, it is not
clear how to apply this guidance to a governmental plan to which Section
411(a)(2) never applies. We have not located any IRS guidance on point. A
literal reading suggests that, since Code Section 41 1(a)(2) never will apply to a
governmental plan, actual plan assumptions should continue to be applied. We
think that this reading is the best approach in the governmental plan context.

b. Voluntary After-Tax Contributions

The rules governing mandatory employee after-tax contributions are also applicable to
voluntary after-tax contributions. Treas. Reg. § 1.4IS-3(d)(3). However, a special category of
voluntary after-tax employee contributions - for permissive serVice credit purchases - is
discussed below.

5
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4. Employee After-Tax Contributions for Permissive Service Credit

Code Section 415(n) establishes a limitation structure for "permissive service credit"
purchases, instead of relying on the existing Code Section 415(c) defined contribution
limitations. This subsection allows Code Section 415 to be satisfied by a purchase of permissive
service credit if either a modified 415(b) limit is met or a modified 415(c) limit is met. These
limits can be applied on a participant-by-participant basis rather than choosing to apply the limit
on a plan-wide basis. For example, some participants could satisfy the modified defined benefit
limit when making a purchase of permissive service credit, while others could satisfy the
modified defined contribution limit.

fl. Modified 415(b) Limit

For purposes of Code Section 415(n), the defined benefit limit in Code Section 415(b)
may be met by treating the accrued benefit derived from all permissive service credit as part of
the member's annual benefit. Code Section 415(n)(2)(A) provides that, where the dollar limit
under 415(b) is reduced for retirement before age 62, "the plan shall not fail to meet the reduced
dollar limit under Subsection (b)(2)(C) [the age-reduced dollar limit] solely by reason o[.this
subsection." Thus, the plan will not fail to meet the age-reduced dollar limit solely because the
accrued benefit derived from the permissive service credit purchase is included in the 415(b) test.

For purposes of Code Section, only the dollar limit under Code Section 415(c) applies
($40,000 (adjusted for inflation to $42,000 for 2005 and $44,000 for 2006» by treating all
permissive service contributions as an annual addition under that limit.

c. Definition ofPermissive Service Credit

The special testing rules apply only if the service being purchased qualifies as permissive
service credit. Code Section 415(n)(3) defines "permissive service credit" as follows:

(3) PERMISSIVE SERVICE CREDIT.-Forpurposes of this subsection-

(A) iN GENERAL.-The term "permissive service credit" means
service credit-

(l) recognized by the governmental plan for purposes of calculating a
participant's benefit under the plan,

(ii)
plan, and

which such participant has not received under such governmental

(iii) which such participant may receive only by making a voluntary
additional contribution, in an amount determined under such governmental plan,
which does not exceed the amount necessary to fund the benefit attributable to
such service credit.

6
V1623403. [6



Code Section 415(n)(3)(A). The proper interpretation of the Code Section 415(n) definition of
permissive service credit is not a settled term. The Proposed Regulations do not address 415(n)
issues. However, in private letter rulings, the IRS has taken the position that a benefit
enhancement purchase (buying a higher multiplier on service a member already has in a plan) is
not permissive service credit, because it would be a purchase for service in a plan under which
the member has already received credit for that service. See PLR 200229051. Further, it is the
IRS's position that permissive service credit must be related to an actual period of service or
employment.

d. Nonqualified and Qualified Permissive Service

Permissive service credit can be categorized into two types. First, the Code defines "non­
qualified service" as all permissive service that does not fall within one of the itemized types
listed in Code Section 415(n)(3)(C). Although the Code does not use this term, we have termed
the types of ser"ice included in this list as "qualified permissive service."

Code Section 415(n)(3)(C) defines "nonqualified service" as all permissive service except
for the following types of service (which we have designated "qualified permissive service"):

• Service (including parental, medical, sabbatical, and similar leave) for the US
government, any state or political subdivision thereof, or any agency or

.-···"·ins1rumenfa1'itY'~I anf-oftFieToregOing~-------'-'-----'--~-'-~-~ ._.. -- --"--'-""~------'~------'---'--'-"-'"

• Service (including parental, medical, sabbatical, and similar leave) for an
educational organization which is a public, private, or sectarian school which
provides elementary or secondary education (through grade 12) as determined
under state laws.

• Service for an association of employees of the U.S., state or political subdivision
thereof, or an agency or instrumentality of the foregoing.

• Military service (non-USERRi\. covered) recognized by the governmental plan.

However, service under the first three (3) points above will be nonqualified service if
recognition of the service would cause the member to receive a retirement benefit for the same
service under more than one plan. Code Section 415(n) does not permit a plan to take more than
five (5) years of nonqualified service into account, or to give members credit for any
nonqualified service before the member has at least five (5) years of participation in the plan.
Code Section 415(n)(3)(B).

It is important to note that "nonqualified service" is still one type of permissive service
that is described in Section 415(n)(3)(A). Therefore, nonqualified service is available for
purchase and may be tested under Code Section 415(n) special testing provisions.

e. Effective Dates

The service purchase testing provisions for permissive service credit under Code Section
415(n) are subject to a transition rule. The transition rule provides that the defined contribution

7
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limits of Code Section 415(c) will not be used to reduce the amount of permissive service credit
an "eligible participant" can pW'chase below what they were allowed to purchase under the terms
of the plan as in effect on the enactment date, August 5, 1997. An "eligible participant" is an
individual who first becomes a participant in the plan before the first plan year beginning after
the last day of the calendar year in which the next regular session (following the date of
enactment) of the governing body with authority to amend the plan ends.

Because the term "permissive service" is used in the grandfather provision, we believe
that the IRS would apply a consistent definition of permissive service credit to the transition rule.
As a result, the transition provision could permit greater purchases of nonqualified service and
could permit permissive service purchases that exceed 415(c) and (b) limits, but would not
extend to the purchase of service that did not meet the definition of permissive service credit.

5. Picked-Up Contributions

It is important to note that pre-tax contributions ("picked-up contributions"), whether
mandatory or voluntary, are not treated as post-tax contributions. The benefit attributable to
picked-up contributions is subject to 415(b) testing.

a. Code Section 414(h)

-". -'Por governmentaIplans;"where"the cuntributionsofemploying"units'are'designated"as
employee contributions but where any employing unit picks up the contributions, the
contributions so picked up shall be treated as employer contributions." Code Section 414(h)(2).
Consequently, if a governmental employer correctly picks up employee contributions, such
contributions will no longer be included in the employee's gross income, nor will they be subject
to income tax withholdings. Treas. Reg. § 1.402(a)-1; Rev. Rul. 77-462, 1977-2 C.B. 358.
However, such contributions may be treated as employee contributions for all other purposes,
including calculating benefits, state taxes, cost of living increases, salary increases, and bonuses.
GCM 39540; PLR 8630073. 1 In addition, certain pick-up contributions are taken into account as
"wages" for FICA purposes. Code Section 3121(v)(l)(B). The only way to obtain confirmation'
that the IRS approves of a pick-up is through a private letter ruling.

Revenue rulings have established the following requirements for an effective pick-up:

• The employer must specify that the contributions, although designated as
employee contributions, are being paid by the employer in lieu of contributions by
the employee;

• The employee must not be given the option of choosing to receive the contributed
amounts directly instead ofhaving them paid by the employer to the pension plan;
and

• The pick-up is not effective prior to the last action required to be taken by the
employer and/or the employee.

It is important to note that private letter rulings do not have precedential value for other taxpayers.

8
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Rev. Rul. 81-35; Rev. Rul. 81-36; and Rev. Rul. 87-10.

b. Pick-ups ofService Purchases under Governmental Plans

The IRS has approved the use of pick-ups for contributions to purchase service credit
under governmental plans that have sought private letter rulings. In order to meet the
requirements for an effective pick-up of an employee's service purchase, the above requirements
for a pick-up must be met plus the following:

• The employee must elect to have tbe contributions for the service purchase made
pursuant to a binding and irrevocable payroll reduction authorization.

• The payroll autborization specifies the amount by which the employee's
compensation will be reduced in order to purchase the service credit and the
duration of the autborization.

• The authorization cannot be revoked, except in limited circumstances involving
termination of employment or death of the employee.

The most recent IRS rulings on service purchase pick-ups have included tbe following
limitation language:

This ruling is based on the conditions that (1) a participant who elects to purchase
a particular type of service credit may not make more tban one irrevocable
election to purchase that type of service credit; and (2) a participant may make
more than one irrevocable election to purchase service credit provided any
subsequent election is for the purchase of a different type of service credit, is
irrevocable, and does not alter or amend the terms and conditions of any prior
election to purchase service credit.

PLR 200410025 (March 3, 2004); PLR 200347020 (November 7, 2003).

6. Amounts Attributable to Rollovers

Rollovers to a defined benefit plan are treated similarly to employee contributions for
purposes of 415(b) testing:

If the benefit under tbe plan is payable in any form otber tban tbe form described
in subparagraph (A), or if the employees contribute to the plan or make rollover
contributions (as defined in sections 402(c), 403(a)(4), 403(b)(8), 408(d)(3), and
457(e)(16), the determinations as to whetber the limitation described in paragraph
(1) has been satisfied shall be made, in accordance with regulations prescribed by

'the Secretary, by adjusting such benefit so that it is equivalent to tbe benefit
described in subparagraph (A).

Code Section 415(b)(2(B). This provision was amended by EGTRRA and is not reflected in the
current rules. However, the Proposed Regulations treat rollovers in a manner similar to after-tax
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contributions, so that the benefit attributable to the rollover must be converted in accordance
with prescribed factors.

7. Amounts Attributable to Trausfers between Qualified Plans

Under the current regulations, amounts attributable to a transfer from a qualified plan (a
plan under Code Section 40 I (a» are not included for 4 I5(b) testing purposes.
Treas. Reg. § 1.415-3(d)(l). See PLR 200347020 (Favorable ruling to make transfers from state
defmed contribution plan to defined benefit plan to purchase service); PLR 200345042
(Favorable ruling to make transfers from state defined contribution plan to defined benefit plan
to purchase service); PLR 200335035 (Favorable ruling to make elective transfer f~om

grandfathered 401(k) to defined benefit plan of amount necessary to buy service credit;
transferred amounts held separately).

However, under the Proposed Regulations, transfers between defined benefit plans that
must be aggregated are included for 415(b) testing purposes. Prop. Treas. Reg. § 1.415(b)­
l(b)(3)(i)(A). But see PLR 200411 046 (Favorable ruling approving elections to participate in
defined contribution, defined benefit or hybrid plan with plan-to-plan transfers available at
member's option on initial election; transfer available on subsequent elections to buy service
credit with certain transferred amounts.)

'8':'~"" -----pran:to-~Plali"Tr'ariSfers-Trom-i-4-57(bror·-4(}3{6T'Plan"-"·------.,,----------------~------.--.

There is an open question as to whether transfers made from 457(b) and 403(b) plans
could also be excluded. Currently, federal regulations limit this exclusion to transfers from
qualified plans. However, Code Sections 403(b)(13) and 457(e)(17) permit a direct trustee-to­
trustee transfer of amounts from a 403(b) annuity or a 457 deferred compensation plan to a
governmental defined benefit plan to purchase permissive service credit (either qualified or non­
qualified) as defined in Code Section 415(n)(3)(A) and to repay contributions and earnings with
respect to a previous forfeiture of service credit as defined in Code Section 415(k)(3). The final
Treasury Regulations for 457 plans make it clear that the IRS believes that the term "permissive
service credit" for purposes of Code Section 457(e)(17) must be defined consistently with Code
Section 415(n), although the limiting provisions of 415(n) do not have to be applied. In addition,
the preamble to the Final Regulations raises another issue:

... Treasury and the IRS have concluded that section 415(n) does not apply to
such a transfer in any case in which the actuarial value of the benefit increase that
results from the transfer does not exceed the amount transferred.

68 F.R. 41232. The meaning of this comment is not clear and because the Proposed Regulations
do not address Code Section 415(n), we do not currentl)' have any guidance from the IRS as to
whether a plan-to-plan transfer from a 457(b) Dr 403(b) plan to a qualified plan should be
governed by the same rules as a plan-to-plan transfer from a qualified plan.

9. Restoration of Contributions

Code Section 415(k)(3) provides that any repayment of contributions (including interest)
will not be taken into account for Code Section 415 purposes if the repayment is to a
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governmental plan with respect to an amount previously refunded on a forfeiture of service credit
under that plan or any other governmental plan maintained by the state or any local
governmental employer within the same state. Thus, so long as the amount repaid does not
exceed the amount refunded, plus interest, Code Section 415 should not apply. However, it is
important to note that the Proposed Regulations do not agree with this interpretation, but rather
treat the benefit attributable to the repayment as includible for 41 5(b) testing purposes. Prop.
Treas. Reg. § 1.415(b)-I(b)(2)(ii).

D. AGE-BASED ADJUSTMENT TO LrM[TS

1. Benefits Before Age 62

When the benefit begins before the participant reaches age 62, the Dollar Limit benefit
limit generally must be actuarially adjusted so that the limit (as reduced) equals an annual benefit
that is payable when the retirement benefit begins, and which is the equivalent of the Dollar
Limit beginning at age 62. Code Section 415(b)(2)(C). The actuarial adjustments must be made
in accordance v.>ith Code Section 415(b)(2)(E). Pre-EGTRRA, Code Section 415(b)(2)(F)
limited the actuarial reduction for governmental plans to a $75,000 benefit payable at age 55 or,
if the benefit began before age 55, the actuarial equivalent of a $75,000 benefit beginning at age
55.

- - a;---ExcejitiOiiIorPuoliCSafetjfiiiid1l1ifitiiry .. ---------------------------

However, no age-based actuarial reduction is required for benefits beginning prior to age
62 for qualified participants. A qualified participant is defined asa participant:

(i) in a defined benefit plan which is maintained by a State or political
subdivision thereof,

(ii) with respect to whom the period of service taken into account in determining
the amount of the benefit under such defined benefit plan includes at least 15
years of service. of the participant-

(I) as a full-time employee, of any police department or fire department
which is organized and operated by the State or political subdivision
maintaining such defined benefit plan to provide police protection,
flrefighting services, or emergency medical services for any area within
the jurisdiction of such State or political subdivision, or

(II) as a member of the Armed Forces of the United States.

Code Section 415(b)(2)(G)-(H). The interpretation of this provision has caused some concern
among public pension plans. For example, it was not entirely clear whether the qualified
participant had to be a sworn officer of a police department or whether any employee of a police
department would be covered by this provision. The Proposed Regulations offer some increased
flexibility for a "qualified participant," which is defined as:
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a participant in a defined benefit plan that is maintained by a state 0, local
government with ,espect to whom the service taken into account in determining
the amount of the benefit unde, the defined benefit plan includes at least 15 yea,s
of service of the participant .. ,[a]s a full-time employee of any police department
or fire department that is o,ganized and operated by the state 0, political
subdivision maintaining such defined benefit plan to provide police protection,
firefighting services, or emergency medical services fo, any a,ea within the
jurisdiction of such state or political subdivision,

Preamble to the Proposed Regulations, The proposed ,egulations would clarify that the
application of this rule depends on whether the employe, is a police department or fire
department of the state or political subdivision, rathe, than on the job classification of the
individual participant.

This exception is very beneficial to public safety officers and to othe, employees of
police and fire departments, including non-public safety personnel. However, this definition
does not cover employees who exe,cise police powers on behalf of a public agency but who a,e
not employed by an agency that is called a "police department" (such as a Public Safety
Department or Emergency Services Authority). An additional difficult situation arises with
regard to emergency services personnel who are employed by an agency that is not called a "fire

.._departl!le_nt"()~"p()lic~A:par1:l11ellt"_~ut\\,~0_flI"~_perf()l1n:ing_eI!l~~el1~:y_lll~~i(;~~ervi~~_l'/i!hi~ .. __..
the local gove,nment's jurisdiction, It remains to be seen whether the IRS will provide for
further flexibility,

b. E:rception for Disability and Death Benefits

In addition, the actuarial reduction for benefits beginning before age 62 does not apply to
disability benefits or survivor benefits payable in the event of the death of the member provided
under a governmental plan. Code Section 415(b)(2)(I).

c. Exception for Permissive Service Credit Procedures

A purchase of permissive service credit may be tested under Code Section 415(b) without
regard to the reduction for early retirement.

2. Benefits After Age 65

For all members, if the retirement benefit under the plan begins after age 65, the Dollar
Limit is increased so that it is the actuarial equivalent to an armual benefit beginning at age 65.
Code Section 415(b)(2)(D). The actuarial assumptions used to make this conversion are set forth
in Code Section 415(b)(2)(E),

E. ADDITIONAL SPECIAL RULES

1. Small Benefits

Code Section 415(b) has a number of additional special rules that may impact
governmental employers. Code Section 415(b)(4) provides that defined benefit limits will not be
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applied to reduce a participant's benefits when total annual benefits are $10,000 or less.
However, this limitation only applies "if the employer has not at any time maintained a defined
contribution plan in which the employee has participated." Code Section 41S(b)(4)(B).

2. Less than 10 Years of Participation

When an employee has less than ten years of participation in a defined benefit plan, the
basic Code Section 41S(b) Dollar Limit (or the minimum $10,000 exemption from testing) is
reduced by 10% for each year less than ten in which the employee participated in the defined
benefit plan for other than death and disability benefits (but not below 1/1 oth of the Dollar Limit).
Code Section 415(b)(S) and Treas, Reg, § 1.415-3(g).

F. OPTIONAL FORMS OF BENEFITS

Benefits in a form other than a straight life annuity must be actuarially adjusted to a
straight life annuity beginning at the same age in accordance with the otherwise applicable rules.
For example, annuity benefit forms including a post-retirement death benefit or an annuity
providing for a guaranteed number of payments must be adjusted for purpose of applying the
Code Section 415(b) limit. See Treas. Reg. § 1.415-3(c)(1)(ii). No adj::rstment is required for
certain benefits, including the actuarial value of a qualified joint and survivor annuity ("QJSA")
that is fully or partially subsidized, the value of benefits not directly related to retirement

..... Senefit8;anc certaincosi6f·nvinglncreases.-S-ee Tieas:Reg: Sr:41··S:3(c){2T----------····----

Code Section 415(b)(2)(E)(i) provides that "for purposes of adjusting any limit under
subparagraph (C) [adjustment to dollar limit before age 62] and ... for purposes of adjusting any
benefit under subparagraph (B) [adjustment for other forms of benefits], the interest rate
assumption shall not be less than the greater of S% or the rate specified in the plan. ,,2 With
respect to adjusting a different form of benefit (under Code Section 415(b)(2)(B»), different
interest rate assumptions llfe used in the case of a form of beneflt subject to Code Section
417(e)(3). Code Section 415(b)(2)(E)(ii). However, because SDCERS is a governmental plan
which is not subject to Code Section 4l7(e)(3), these different interest rate assumptions would
not be applicable. Rev, Rut. 98-1, Q&A-3 (plans that are not subject to Code Section 417(e)(3),
such as governmental plans, are not subject to the interest rate requirement under Section
415(b)(2)(E)(ii».

Thus, for purposes of converting a form of benefit to a straight life annuity, the interest
rate assumption shouldnot be Jess than the greater of 5% or the rate specified in the plan (I.e., the
rate used under the plan for actuarial equivalence for that specific benefit form). See IRS
Announcement 95-99.

G. COST-OF-LIVING ADJUSTMENT OF CODE SECTION 415(b) LIMITS

Cost of living adjustments to a member's beneflts are permitted under Code Section
415(d) and Treas. Reg. § 1AI5-5(a)(3). By regulation, the adjusted dollar limitation "is
applicable to , . , employees who have retired or otherwise terminated their service under the

2 Code Section 4 I 5(b)(2)(E)(iii) also provides that these same interest rate assumptions shouid be used in adjusting the 4 I5(b)
limit when benefits begin after age 65.
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plan with a nonforfeitable right to accrued benefits, regardless of whether th.ey have actually
begun to receive such benefits, as long as the plan specifically provides for the adjustment."
Treas. Reg. § 1.415-5(a)(3).

With regard to the COLA on SDCERS benefits, the current regulations provide that no
adjustment to the benefit's value is necessary for post-retirement cost of living increases "to the
extent that such increases are in accordance with" Code Section 415(d) and Treas. Reg. § 1.415­
5. Treas. Reg. § 1.415-3(c)(2)(iii). The correct interpretation of this phrase is a matter of some
debate. IRS has said informally and in a private letter ruling that they think an automatic
post-retirement increase must be initially reflected in the value of the member's benefit being
tested, thus resulting in an initial actuarial reduction of the 415(b) limit. This reduction can be
considerable. We do not think that this type of adjustment accurately reflects the regulations,
which reflect an incremental .approach - that a COLA does not cause an adjustment "to the
extent" it is consistent with subsequent increases in the Code Section 415 limits. In addition,
there seems to be no reasonable way to project what the increases to the IRS limit will be (by
federal law the increases must be "similar" to the Social Security COLA calcuiations), making it
virtually impossible to reflect an incremental COLA adjustment into a reduced 415(b) limit.
Code Section 415(d)(2).

The Proposed Regulations incorporate the approach the IRS had taken in informal
guidance and provide that a fixed, automatic COLA has the effect of reducingthe 415(b) limit.

..., As indicated, thTs'r;;duction'canbesignTficiill.tand-wouId'resulfill sIgnlficantTym'ore members of
governmental plans approaching the 415(b) limit. Ice Miller and many others have submitted
comments on this point, but it remains to be seen whether the IRS will address those comments
by revising its stance in final regulations.

H. CONSIDERATION OF AN ALTERNATE PAYEE'S BENEFITS FOR TESTING PURPOSES

Benefits payable to an alternate payee under a qualified domestic relations order are
treated as part of the member's benefit for purposes of applying the benefit limits under Code
Section 415. IRS Notice 87-21, Q&A-20; see also Announcement 95-99, Q&A-17.

1. TESTING OF THE SURVIVOR PORTION OF A BENEFIT

The rules which apply to a member's benefit also apply to a survivor's benefit. Under
Code Section 415(b)(1), the annual benefit may not exceed the applicable dollar limit ($170,000
for 2005). The Code defines "annual benefit" as "a benefit payable annually in the form ofa
straight life annuity (with no ancillary benefIts) under a plan to which employees do not
contribute and under which no rollover contributions ... are made." Code Section 415(b)(2)(A)
(emphasis added). If a benefit under the plan is payable in any form other than this form,

the determinations as to whether the [4l5(b)] limitation ... has been satisfied
shall be made, in accordance with regulations prescribed by the Secretary, by
adjusting such benefit so that it is the equivalent to the benefit described in
subparagraph (A).. For purposes of this subparagraph, any ancillary benefit
which is not directly related to retirement income benefits shall not be taken into
account; and that portion of any joint and survivor annuity which constitutes a
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qualified joint and survivor annuity (as defined in section 417) shall not be taken
into account.

Code Section 415(b)(2)(B).

Thus, the benefit that is subject to testing is a straight life annuity, and any other benefit
under a plan which is payable in a form other than a straight life annuity (other than a qualified
joint and survivor annuity) must be converted to a straight life annuity in order to pass 415(b)
testing. In essence, even if a benefit actually being paid is not a straight life annuity, it still
should have been converted to a straight life annuity and tested under Code Section 415(b).
Thus, upon the death of the retiree, there would be no need for a "conversion" of the survivor's
benefit or a change to the existing 415(b) limit as applied to the retiree's benefIt. Rather, upon
the death of a retiree, the survivor's benefit continues to be tested against the retiree's benefit
limit. (This would also be true of a qualified joint and survivor annuity, even though it is not
converted to a straight life annuity for testing purposes, because such benefit is exempted from
the conversion requirement.)

J, AGGREGA.TION OF TOTA.L SDCERS BENEFITS FOR TESTING PURPOSES

Under a multiple employer plan, two (2) or more employers that are not part of a related
group participate in the same plan. In applying the Code Section 415 limits to such multiple
employerJ5ians;Treas-.Reg~§-1.4t5-~1(e)(1)providestha:t'for<rparticipantin<rffiultiple employer-----­
pian, benefits or contributions under the plan attributable to such participant from all of the
employers maintaining the plan and compensation from all the participating employers must be
taken into accOunt. Generally, if the employers had maintained separate plans this rule would
not apply, and the Code Section 4i5 limits would be separately determined for each employer
because they are not part of a related group.

IV.
APPLICATION OF CODE SECTION 415(b) TO SDCERS

AND RECOMMENDATIONS

The purpose of this Section of this Compliance Strategy Report is to relate the
requirements of Code Section 415(b) as outlined in the previous Section to SDCERS.

A. PLAN DOCUMENT PROVISIONS

SDMC § 24.1 01O(h) (per pending amendment) provides that employee contributions to,
and benefits from, SDCERS must comply with the Code Section 415 limitations on contributions
and benefits. The provision further establishes the calendar year as the testing year and permits
SDCERS to modifY contributions as necessary to ensure compliance with Code Section 415.
The Board Rules do not contain any provisions relating to Code Section 415 compliance, nor do
any other policies or documents of which we are aware.
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B. OPERATIONALCOMPLrANCE

1. Definition of the Annual Benefit for 415(b) Testing

Under Code Section 415(b), the benefit that is subject to testing is the benefit payable
annually in the form of a straight life annuity ("SLA") with no ancillary benefits to which
employees do not contribute and no rollover contributions are made. Code Section 415(b)(2)(A).

a. Straight Life Annuity

The benefit that will be tested is the SLA pI us the value of the DROP benefit (if
applicable) on a straight life basis.

For purposes of calculating the SLA, the value of any subsidy provided as part of a
qualified joint and survivor annuity was included only when the beneficiary was other than a
qualified spouse. We understand that using the SDCERS "maximum benefit" would generally
accomplish this purpose.

b. Post-Retirement Increases

SDCERS members receive two post-retirement adjustments: a fixed COLA and a 13 th

.._Check. __ Certain groups. receiveadditionaLadjustments:aSupplementaLCOLAand_benefit _ .
increases under the Corbett settlement. The protocols in Exhibit A and Exhibit B treat the fixed
COLA as being within the Code Section 4l5(d) adjustment. With respect to the Supplemental
COLA, 13th Check and Corbett Settlement, these benefits will be treated as part of the annual
benefit for both prospective and retrospective testing. However, the value of the post-retirement
$2000 death benefit is not included for 415(b) testing. Treas. Reg. § 1,415-3(a)(2)(i)(B).

13th Check

In our various meetings, the question has arisen how to treat the 13 th Check for testing
purposes because under the Municipal Code the 13th Check is treated as a contingent benefit. In
order to respond to the question, we considered the history of the 13 th Check. From 1/1/95 to
now, in all but two years the 13th check was paid in full. In 2003 no 13 th Check was paid and in
another year over 99% of the 13th Check was paid. Based upon this history, it was decided that
for 415(b) testing purposes, the 13th Check will be treated as an additional annual benefit. (Note:
This is consistent with the treatment described in the Rollover Compliance Report and VCP
FiIlng.)

• Supplemental COLA

For 415(b) testing purposes, the supplemental COLA is already treated as an annual
benefit. This benefit is referred to in the testing chart as the "Star COLA."

• Corbet! Settlement Amounts

For purposes of 415(b) testing, the Corbett settlement amount will be treated as part of
the annual benefit.
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The Corbett-covered group is a closed group.

• Andrecbt Settlement Amounts

The Andrecht Settlement amounts were included in the calculation of the annual benefit
provided by SDCERS. Therefore, no additional adjustment is required for this settlement (in
contrast to the Corbett Settlement, which is a post-retirement adjustment).

c. Flictors used in Calculating Actuarial EquiFalents

Where necessary to calculate actuarial equivalents, the appticable mortality assumptions
of GAM 83 through December 31,2002, and thereafter GAR 94, pursuant to Rev. Rul. 2001-62,
2001-2 C.B. 632, were used. An eight percent (8%) interest assumption was used.

d. Exclusion ofRecipients ofAncillary Benefits

It has been determined that individuals who are receiving benefit payments that are not
directly related to retirement benefits (such as pre-retirement disability and death benefits and
post-retirement medical benefits) will be excluded from testing.

SDCERS also anticipates excluding all non-taxable disability benefits (these would be
_ Jine ..ofduty4i@.bility_benefits).__Howeyer,we note that an IRS. ruling is necessary as.lo_the..status .__._

of these items and we are not aware that SDCERS has ever obtained such a ruling.

For the pre-retirement disability benefits, SDCERS will still have to apply the 100% of
compensation screen. For the combined pre-retirement disability benefit and the pre-retirement
death benefit, SDCERS will apply an incidental benefit test, such as the 25% of cost test. This
will be in addition to, and separate from, the 415 limits.

2. TAMRA Election

SDMC § 24.101 O(b) (prior to pending amendment) purports to make the TAMRA
. election for SDCERS benefits. However, the pending amendment to SDMC § 24.1010 would

remove the language referencing the TAMRA election, as it is not clear that the requirements of
the election were satisfied. We recommended that the TAMRA election should be treated as
repealed because it would impose the private sector plan limits on certain SDCERS members,
and because it is our understanding that SDCERS operated as though the TAMRA election had
been repealed.

3. Age Adjustments Made in 415(b) Testing

/I. Benefits After Age 65

For ail members whose retirement benefit begins after age 65, the Dollar Limit was
appropriately adjusted, as described in Exhibit A with respect to retrospective testing and Exhibit
B with respect to prospective tesring.
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b. Benefits Before Age 62 - Other than Qualified Participants

For all members other than Qualified Participants whose retirement benefit begins before
age 62, the Dollar Limit was appropriately adjusted, as described in Exhibit A with respect to
retrospective testing and Exhibit B with respect to prospective testing.

c. Definition ofQualified Participants

As discussed above, the reduction in the dollar limitation for benefits which begin before
age 62 does not apply to Qualified Participants. It is important to keep in mind that the group of
public safety employees who may take advantage of this exception is not necessarily consistent
with SDCERS' public safety member classification. For example, since EMTs were moved into
the fire department several years ago, they could be included as a Qualified Participant (if they
meet the service requirements). However, lifeguards were moved into the fire department fewer
than 15 years ago; therefore, they do not clearly fall within the exception.

We note that the Proposed Regulations provide further guidance as to the public safety
employees who may take advantage of the exception. Following is a suggested checklist for
identifying Qualified Participants:

• Is the member credited in SDCERS with at least 15 years of service as an
.... ·employeeof··any-police··department··or-fire··department··ofthe-employer?·-Ifno;

then apply pre-age 62 screen. If yes, proceed to next question. Note: The 15
years must be with an SDCERS employer, not via reciprocity3

• Was the member a full-time employee of any police department or the· fire
department for all of those 15 years of service? If no, then apply pre-age 62
screen. If yes, do not apply pre-age 62 reduction. Count a person as a full-time
employee of the department even if they are not a public safety officer. For
example, if a person was a secretary in the fire department, they are a Qualified
Participant. Service with the departments should be counted, including all periods
of service, ~, count such service that occurred before termination and
reemployment. For example, if a member worked on probation for his first six
months and then purchased that time, it should be inclUded. A second example is
a person who worked for one of the departments for three years, then left and took
a refund. He then returned to the department and purchased those three years.
They should be included.

SDCERS staff has asked whether this exception for public safety officers requires that all
fifteen (15) years of service be with the same department, or whether the service might be spread
among two or more departments. In addition, SDCERS staff has asked whether police and
military service can be combined to meet the 15-year requirement. The language of the Code
and related regulations are very ambiguous on this point. While the Code language requires
fifteen (15) years of service for any police or fire department organized and operated by the

3 ffthe City plan, the Airport plan" and the Port pian are considered as separate pians, the Proposed Regulations may not permit
combining service,
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governmental employer maintaining the plan or military service, the Proposed Regulations
require service either, for any police or fire department or military service. Therefore, we are
unable to opine on this point, although we believe that the IRS should accept any combination of
public safety and military service in reaching the 15 year mark. We therefore are comfortable
with the testing being done using the combination of all San Diego police and fire department
service and military service. The IRS, of course, may request a different approach in the VCP
filing on Code Section 415(b).

In addition, we agreed we would add a discussion of park rangers, who are not in the
police department, but who exercise police powers in the City parks. We believe that the IRS
should treat them as qualified participants if they meet the 15-year test. Therefore, we should
identify this group under the definition of qualified participants,

d. Exclusion ofPre-Age 62 Reduction for Disability or Death Benefits

The pre-age 62 reduction would not be applied to a SDCERS disability benefit or to a
death benefit.

4. to-Year Adjustment

SDCERS must identify those retirees who have fewer than ten (10) years of service with
..,SDCERS, exclusive' of' 'reciprocity'andexclusive"ofservice purchases,- 'Those'retirees'would._ ", ".

have a reduced 415(b) test amount - for example, if the retiree only had five (5) years of service
with SDCERS (exclusive of reciprocity and service purchases), the retiree's age-adjusted limit
would be 50% of the age-adjusted limit. The limit can never be lower than 10% of the otherwise
applicable limit. We realize this could create failures because of several design elements (i.e.,
the Port and Airport Plans have a five year vesting schedule, reciprocity provisions that allow for
crediting service in other plans, a pre-1992 group who had less than 10 years of service but were
vested as a mandatory retirement age group, and the SPSP "5+5" group). These adjustments are
described in Exhibit A with respect to retrospective testing and Exhibit B with respect to
prospective testing,

C. AMOUNTS EXCLUDED FROM TESTING

Following is a discussion of the elements tbat have been considered for exclusion in the
screening and testing process.

1. After-Tax Emplovee Contributions

SDCERS would normally identify the portion of the annual benefit that is attributable to
after-tax employee contributions, which benefit could be "subtracted" from the annual benefit.
In order to perform this calculation, SDCERS would have to be able to identify mandatory
employee contributions that were made prior to the adoption of the pick-up and any voluntary
post-tax contributions (including after-tax contributions for service purchases). However, we
ultimately recommend that in the testing protocol the benefit attributable to after-tax employee
contributions not be excluded from 415(b) testing, because those after-tax contributions were not
tested under 415(c). This would be consistent with Code Section 415(n) testing.
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a. Mandatory Employee Contributions

SDCERS implemented a pick-up of mandatory contributions in 1987' for' all
contributions made by the employer. Prior to that time mandatory employee contributions were
made on an after-tax basis; therefore, under the IRS regulations the benefit attributable to those
mandatory contributions would be excludible from 415(b) testing. However, if those mandatory
contributions exceed the 415(c) limits, the benefit attributable to the excess contribution would
not be excludible. These pre-87 contributions will only be "backed out" from the 415(b) testing
in cases where a failure has been identified in the testing group under the prospective
methodology. The initial screen will leave them in,

b. Voluntary USERRA Contributions

It is our understanding that USERRA contributions are subtracted from any differential
pay for the member. However, if the member did not receive differential pay, the member would
be given the opportunity to 'pay those contributions on an after-tax basis. Therefore, SDCERS
would be permitted to exclude the benefit attributable to the post-tax USERRA contributions
from 415(b) testing, if the post-tax USERRA contributions would not have exceeded the 415(c)
limits in the year of service,

c. DROP Contributions

SDMC § 24, 1404(c)(4) provides that DROP contributions are made pursuant to a 414(h)
pick-up. Therefore, the benefit attributable to these contributions would be included in 415(b)
testing.

d. Voluntary Contributions for Permissive Service Credit Purchases;
Missed Contributions

As noted above, the amount contributed for permissive service credit may either be tested
under a modified 415(c) or 415(b) test. If the permissive service credit purchases exceeded the
modified 4~5(c) limit, then the modified 415(b) test would have to be applied.

When SDCERS has determined that contributions have not been remitted for a period of
service, the member is "billed" for these contributions as a pre-condition for receiving credit for
that period of service. If those missed contributions are paid by the member ,,'{ith after-tax
dollars, those contributions would be tested under Code Section 415(n) using the modified
415(b) test.

e. Voluntary Contributions for Non-Permissive Service Credit Purchases

Voluntary employee after-tax contributions that are made for non-permissive service
credit purchases must be tested under Code Section 4l5(e). If those voluntary after-tax
contributions were appropriately tested under Code Section 415(c) at the time of purchase, the
benefit attributable to those contributions may be excluded from 415(b) testing.

, This date was provided by staff on 12/712005.
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I. Proposed Correction Approach

Because SDCERS has not had a 415(c) testing program in place prior to this compliance
review, we have suggested as a correction approach that no after-tax employee contributions
would be excluded from 415(b) testing. See Exhibit A.

Starting with January 1,2007, and on a prospective basis, 415(c) testing will be applied.
Testing for 2006 will be handled in a self-correction manner. We also recommend, as a going­
forward matter, that SDCERS keep a record of the type of service purchased and the source of
the purchase. This will be done by reprogramming PensionGold (the SDCERS operating
system).

PensionGold currently has fields with drop down selections that are used to identify the
sources of money received for the payment of Purchase Service Contracts:

.Pavment Type Choices:

401 k Transfer
Balance Adjustment
Cashless T;ansfers

Lump Sum Payment

Rollover
SPSP Transfer
TransmittaJ

If the Rollover option is selected as the Payment Type, the "Rollover information"
section is enabled. This section has a "Type" field with the following selection options:

401(k)
403(b)
457
Individual Retirement Account
Other Qualified Plan

Other fields in the Rollover infonnation section include:

Acct.Name
AccL Number
AccL Haider

Each Payment received is identified in the system as "Pre or Post tax," as well as tied
directly to a specific contract which identifies the service purchase type.

5 This type of transfer is addressed in a separate vep filing and Report.
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To provide for accurate prospective 4l5(c) testing, we recommend that an additional
payment type be identified as 457(b) or 403(b) direct transfer to identify those situation where
permissive service credit is being purchased. We also recommend that the specific type of
service being purchased be identified so that it can be determined that an appropriate source of
funding was used.

2. Relievers

The amount of the annual benefit that is attributable to rollovers may be excluded from
4l5(b) testing. As noted above, the benefit attributable to a rollover must be calculated in a
manner permitted by the IRS. The properly calculated benefit attributable to the rollover could
be "subtracted" from the annual beneflt for testing purposes. Appropriate conversion factors fDr
rollover purchases will be utilized.

3. Transfers from a Qualified Plan

With regard to transfers frDm a qualified defined cDntributiDn plan, the amount
attributable to the transfer would be excludible from 415(b) testing using IRS prescribed factors.
However, if there is a transfer from another defined benefit plan where aggregation is required
(because, fbr example, the plans are maintained by the same employer or related employers),
then the total benefit would be tested under 4l5(b). Ifthe transfer-is not from a defined benefit

., '.-,---- -------·'"plari--wnere'"aggregafici'u"Ts·'requirea-;"ilien~flleoenefiCaffrlbutao1e-'lo-t11e~fransferrecramouiiCcoula .._-~--"'----------
be "subtracted" from the annual benefit for testing purposes. Appropriate conversion factors for
transfers in this situation will be utilized. Note: In this case, the employers participating in
SDCERS do not maintain another defined benefit plan.

4. Transfers from a 403(b) or 457(b) Plan

Current IRS guidance does not directly address a transfer from a 457(b) or 403(b) plan
for testing purposes. Retrospectively, we are not backing out 457(b) and 403(b) transfers.
Prospectively, the chart below will be followed.

5. Purchase of Service Chart

The following chart identifies the various purchases that may be made under the
Municipal Code6 and our assessment of whether they would appropriately be categorized as
permissive service credit - qualified or non-qualified - and the types of contributions that could
be used for the purchase. For the category "permissive service," we are assuming that SDCERS
assures that there is no double-counting of service and only one year of credit may be received
for any 12 month period. For the category "sources" we are referring to whether all types of
employee contributions can be made for the purchase - after-tax contributions under 415(c),
after-tax contributions under 415(n), rollovers, plan-to-plan t.''lmsfers from a DC qualified plan,
and plan-to-plan transfers from a 457(b) or 403(b) plan. With respect to transfers, the final 415
regulations may offer more guidance for prospective testing.

6 Board Rules !O.OO~10.40 describe Board policy with respect to the purchases that are set forth in the Municipal Code.
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Permissive

I
Qualified or Treatment for 415(b)

SDMC §rrype Service Nonqualified Sources Purposes
,

Missed Contributions Yes Qualified All i Back out benefit
I attributable to roll overs,

DC and 457(b)/403(b)

i I
transfers, based on IRS
factors; use modified
415(b) testing under

. 4IS(n) .

24.1301-LTD Yes Quallfied All . Back out benefit
attributable to rollovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(b) testing under

, 415(n).
,

24.1302 - Probation. Yes Qualified All Back out benefit
Employee attributable to rollovers,
contributions only DC and 457(b)/403(b)

transfers, based on IRS
.•........ -----_.... - _.--~ ..._..-- -- .-- .. - ..----- ----- _....._---._~ ._..._.•. -- ..... ---"._._.-.- ---'--'._--_._- .factors;'usemodified' ... J..

4IS(b) testing under

I 415(n).

24.1303 - City ! Yes Qualified AU Back out benefit
Service attributable to rollovers,

DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(b) testing under
4IS(n).

24.1303 - 1981 Plan Yes Qualified All Back out benefit
- waiting period attributable to rollovers,

DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified

, I 415(b) testing under
I 415(n).

24.1304 - Part-time, Yes (no double Qualified All Back out benefit
hourly pre 1/2/97 counting) attributable to rollovers,

! DC and 457(b)/403(b)
i transfers, based on IRS

, factors; use modified
i 415(b) testing under

41S(n).

24.1305 - Yes (no double Qualified All Back out benefit
Reinstatement - pre counting) attributable to rollovers,
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Permissive Qualified or Treatment for 415(b) I
SDMC §/Type Service Nonqualified Sources Purposes i

1/2/97 DC and 457(b)/403(b)
transfers, based on IRS

415(k) Service factors; use modified
415(b) testing under I,
415(n).

24.1306 - Repayment I Yes Qualified All Back out benefit
of refunds - 415(k) Service attributable to rollovers,
contributions plus DC and 457(b)/403(b)
interest transfers, based on IRS

.
factors; use modified
415(b) testing under
415(n).

. 24.1307(a)- Yes Qualified All Back Qut benefit
Approved leave (one attributable to roll overs,
year) by payment of . DC and 457(b)1403(b)
"employee cost" for Itransfers, based on IRS
leaves that begin factors; use modified
before 2/1197 415(b) testing under

-".,._--_._,--------,----------_._- .. _--". ~.. . ......------.-.._._.------ - ------~-'-,---~~---- -----" .... ~-, , ___________r'~____'_

" J\").

24.1307(b) - Ves Qualified. All Back out benefit
Approved leave

I
' attributable to rollovers,

(more than one year) I DC and 457(b)1403(b)
by payment of transfers, based on IRS
employee and factors; use modified
employer cost for 415(b) testing under
leaves that begin 415(n).
before 2/1197.

24.1307(c) - After Yes Qualified All Back out benefit
111/97, LTD, FMLA, attributable to rollovers,

I leaves without pay. DC and 457(b)1403(b)
transfers, based on IRS
factors; use modified
415(b) testing under I
415(n).

124.1308 - Field of Yes Qualified All Back out benefit

IMembership attributable to rollovers,
. DC and 457(b)/403(b)

transfers, based on IRS ,
factors; use modified
415(b) testing under
4 I5(n).

24.1309 - Military Ves Qualified All Back out benefit
Service: USERRA attributable to rollovers,
service (Per I DC and 457(b)/403(b)
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Permissive Qualified or I Treatment for 415(b)
SDMC §/Type Service Nonqualified Sources Pnrposes

SDCERS, this only I transfers, based on IRS
covers USERRA factors; use modified
service.) 415(b) testing under

415(n). Note: Electing
this for convenience could
be treated separately from
all other service.

24.1312 - 5 year Not permissive nla Rollovers, For rollovers and DC
purchase - No period. serVIce DC transfers, transfers, back out benefit
ofservice identified

I
picked up attributable to rollovers

I
contributions, and DC transfers, based on
after-tax IRS factors.

I employee For after-tax employee
contributions contributions, test under

415(c) regular limits

24.1312 - 5 year In order to be Depends on IAfter-tax Use modified 415(b)
purchase. If a period permissive certification employee I testing under 415(n).
of service is service credit, provided ~ may contributions

--toentified;then---- -IRS l1(jn~----- ---be-qual ificd"of-- - .. '" ...•.~ ~ _.'----_..__.~.-'. .~.~~..,,--- -""._._-, ..._-,-~---_._---------- - --- --

purchase may be binding ruling nonqualified

I
made with after-tax requires period permissive
employee of service or service.
contributions employment.

New Board If non-qualified
Rule 10.60 may only be
establishes purchased by
procedure for employee with

!
definition as 5 years of
permissive service and
service total purchase

may not exceed
5 years.

24.1311- 5 year In order to be N/A Transfer from Back out benefit
purchase - A period permIsSIve 457(b) or attributable to
of service identified - service credit 403(b) plan 457(b)/403(b) transfers,
purchase is made IRS non- based on IRS factors
with 457(b) or 403(b) binding ruling
transfer requires period

of service or * Use modified 415(b)
employment testing under 415(n).
New Board
Rule 10.60 ,

establishes

I
procedure for
definition as

I permIsSIve
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Permissive Qualified or Treatment for 415(b)
SDMe § !Type Service NOR'Iualified Sources Purposes

service

6. 40Uh) Amounts

Payments made from the 40l(h) account do not count toward the Code Section 4l5(b)
limit. Treas. Reg. § 1.4l5-3(d)(2)(ii). However, Code Section 415(1) provides that contributions
allocated in an "individual medical account" shall be treated as an annual addition to a defined
contribution plan, but are only subject to the 4l5(c) dollar limit (not the compensation limit).

However, it is our understanding there are currently no SDCERS reserves left to pay this
40l(h) benefit. Consequently, retiree medical is either paid from other sources or not paid at all.

7. Aggregation of Pavments to Alternate Payees

For purposes of 415(b) testing, SDCERS must aggregate payments to the member with
any payments to alternate payees under the community property laws, including payments made
pursuant to child support and spousal support orders. PensionGold was modified as of
January 1, 2003, so that all payments made with respect to a member are "associated" with the

.. ----- --- member.- IIIaddition-m-payments-tenrlternate-payees-;the"association" also ificlUaenreductions-­
from the member's benefit such as an IRS levy. In order to have accurate 415(b) testing both
prospectively and retrospectively, all "disassociated" payments must be associated with the
appropriate SDCERS member. That"association" was done only with respect to the "initial
failure" group of 89. (Please note that the initial group screen did include a 20% load for other
than member payments.) Therefore, the total population has not been "associated." The 89
initial failures were "associated." Prospectively, SDCERS must associate all members when
tested.

D. CLASSIFICATION OF EMPLOYER CONTRIBUTIONS

SDCERS staff has indicated that the SDCERS system does not track employer
contributions as to what portion represents an offset contribution and what portion represents a
pick-up (as Code Section 414(h)(2) defines the term) contribution. The result is that the benefit
attributable to any employer contribution (regular, offset, and pick-up) will be subject to 415(b)
testing. This is t.lJ.e appropriate result under Code Section 415(b).

In order to enhance future compliance efforts, we strongly recoffi..mend that SDCERS and
the plan sponsors use the term pick-up in the mam1er provided for in Code Section 414(h)(2).

E. QUALlFlED EXCESS BENEFIT ARRANGEMENT (HQEBA H
)

We note that Ordinance No. 0-18390, adopted on March 19, 2001, authorizes the
establishment of a qualified governmental excess benefit arrangement (known as the
Preservation of Benefit Plan) by SDCERS to pay benefits in excess of the Code Section 415
limitations. SDMC §§ 24.1601 to 24.1608 provide basic provisions regarding the establishment
of a QEBA. However, we understand that there was no separate plan document for the QEBA
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and the above-referenced provisions of the SDMC do not contain sufficient detail to address all
aspects of the operation of the QEBA. For these reasons, we recommended during our
September discussions thatSDCERS establish the QEBA through a separate plan/trust document
containing detailed provisions regarding the plan. That document has now been drafted. This is
covered in a separate report, and will be submitted to the IRS in a PLR.

F. CONCLUSIONS REGARDING RETROSPECTIVE 415(b) TESTING

1. Definition of Tested Group

SDCERS, working with Ice Miller and Cheiron, developed a protocol for determining
whether there have been 415(b) violations in prior years. This protocol began by identifying the
entire population of 5530 retirees. That total was initially reduced by disabilitants who were not
receiving a service retirement. (490). The group was then reduced to retirees who began
receiving benefits on or after January 1, 1995. After removal of 26 records reflecting deceased

. or suspended participants, this remaining group consisted of 2041 individuals, who were then
tested under 415(b). See Exhibit A for the assumptions that were used in testing this group. This
date (1Il/95) was selected for the following reasons:

From a Benefit Standpoint

.---l,~---'fhe~DROP-benefitis one ofthe potentiaI-"causes'Lof415(b)- failures~The---~-----~--­
DROP benefit was initiated after January 1, 1995 (April 1997). Therefore,
all DROP recipients are being tested under the new protocol.

2. Using the 111195 date captures all of the Corbett and Andrecht settlement
amounts.

3. Service purchases are another potential cause of 415(b) failures. The
largest service purchase programs were initiated after January 1, 1995.

4. Multiplier increases are another potential cause of 415(b) failures. The
most recent multiplier increases took effect in 1997 and 2002..

From the Code Standpoint

1. The grandfather provision enacted with Code Section 415(m) applies to
benefits prior to January 1, 1995.

2. The grandfather provision enacted with Code Section 415(n) applies to
any service purchase in effect on August 5, 1997.

2. "Screens" Used in Retrospective Testing

a. First Screen

Cheiron has run its 415 testing at 90% of the applicable 415(b) limit with the assumptions
set forth in Exhibit A and discussed above. This first screen was conservative:
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• It tested the benefit derived from all contributions, including rollovers, plan­
to-plan transfers, pre-tax employee contributions and mandatory
contributions, service purchases, and employer contributions,

• It did not apply the more favorable age-reduction rules for qualified public
safety participants,

• It included DROP accruals computed based upon the actual option selected by
the member.

• It reflects the annual benefits, which were adjusted by a 20% increase to take
into account co-annuitant issues.

This first screen resulted in approximately 89 persons being identified as exceeding the
415(b) limits, out of a pool of 2,041 benefit recipients,

b. Second Screen.

These 89 individuals were re-examined by SDCERS staff and Cheiron by doing the
following:

.---Identifyrollover.andtmnsfer amounts .thatwere-used-for .servicepurchase--fm-·­
service retirement, so that that the benefit attributable to those rollover
amounts could be backed out of the benefit calculation.

• Identify transfer amounts (from the DC plans, i.e" the SPSP and the 401(k)
Plan) that were used for service purchase for service retirement, so that the
benefit attributable to those transfers could be backed out of the benefit
calculation.

• On the joint and survivor elections - if the benefit is a qualified (spouse)
survivor annuity (either 50% or 100%), test under more favorable rules under
Code.

• Check if any of the failure participants have QDROs which have to be
aggregated and, if so, aggregate the benefits.

• Determine the member's service history .- what departments did the member
actually work in, The purpose would be to determine if the member should be
categorized as public safety, As discussed above, we suggested including
those with 15 years in either a police or fire department As we have indicated
above, the qualified participants do not have to be sworn. Service purchases,
other than purchases of public safety employment (such as probationary
service or restored time), do not count toward the public safety years, Service
purchases of public safety employment do count.
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The second screen did not exclude from testing any after-tax employee contributions,
whether mandatory or voluntary. The second screen also did not include transfers from the
457(b) plan or from a DB plan.

The resulting number of 415(b) violations was 29.

3. Pavments of Excess Benefits from the Preservation of Benefit Plan

After completion of the above screens, the excess benefits of the affected individuals will
be paid by the plan sponsors pursuant to San Diego Municipal Ordinance 0-18930, March 19,
2001 (the "Ordinance"), which establishes the Preservation of Benefit Plan CPOB Plan") as a
qualified governmental excess benefit arrangement within the meaning of Code Section 415(m).

We have recommended to SDCERS that a private letter ruling be pursued in order for the
IRS to approve the POB Plan as a qualified excess benefit arrangement under Code Section
415(m) and to approve a rabbi trust for the POB Plan under Rev. Proc, 92-64,1992-33 I.R.B. 11.
In the interim, SDCERS has determined that it will seek direct payment from the plan sponsors
of the excess benefits.

Once the POB is in place, SDCERS staff wants to use a "modified cliff approach."
Under this approach, a retiree would be paid hislher fu!! monthly benefit from the qualified

"'-SDCERS'plarnlntlttne"rnbdified'cliff"'date is'identified:'Thell:lNiified-eIiffinJetetmihed by ,--" ..-.....
first identifying the amount of 415(b) excess for the year and determining how many months of
benefits would have to be paid from the POB. Then, that amount is further adjusted to make sure
that the member is receiving a portion of hislher benefit from the qualified plan in order that
deductions from that benefit can continue,

A very simplified example demonstrates this approach: assume that a retiree is receiving
a straight life annuity and has an excess benefit that equals 1/12 of his annual benefit. That
would mean that he would receive II months of benefit from the qualified plan and one month
of benefits from the POB. But if the retiree has a deduction from his benefit that equals Y, of his
monthly beneflt, then he would receive Y, of his monthly benefit from the qualified plan in
month 11 and month 12 (in order to have dollars available for the deductions to take effect) and
he would receive Y, of this monthly benefit from the POB in month 11 and month 12.

G. CONCLUSIONS REGARDING PROSPECTIvE TESTING

1. Definition of Tested Group

Retrospective testing will cover the period 1995 through June 30, 2005. Testing for the
balance of 2005 and 2006 will be handled as a self-correction using the retrospective testing
method.

All members who retire on and after January 1, 2007, will be tested in accordance with
the 415(b) protocols being developed by Cheiron, a draft of which is set forth in Exhibit B. To
the extent information is available on pre-pick-up employee contributions, the after-tax
contributions will be backed out for 41S(b) testing.
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2. "Screens" Used in Testing

Linea will build screens based upon PensionGold (the software used by SDCERS) fields.

3. Payments of Excess Benefits from POB Plan

Payments of excess benefits that result from prospective screening will be accomplished
as stated above.

V.
OVERVIEW OF LAW WITH RESPECT TO

DEFINED CONTRIDl:JTION LIMITS

Annual additions made or deemed to bemade to a defined contribution plan are subject
to the limits under Code Section 415(c). This test is applied on an annual basis and it is
applicable to those goverrunental defined benefit plans that provide for after-tax employee
contributions or certain purchases of service. Thus, after-tax employee contributions and after­
tax payments for purchases of service are tested under the Code Section 415(c) limits, in the
same manner as contributions to a separate defined contribution plan.
Treas. Reg. § 1.415-3(d)(I).

1. Current Limits

The defined contribution limits contain both a Dollar Limit and a percentage of
compensation limit ("Percentage Limit"). EGTRRA increased the Dollar Limit for defined
contribution plans from $35,000 to $40,000 for plan years beginning in 2002. This $40,000
dollar limit is subject to more rapid indexing, with annual cost of living adjustments in $1,000
increments instead of the current $5,000 increments. For 2006, the limit is $44,000.

Under prior law, the Percentage Limit did not permit contributions to exceed 25% of
compensation. However, EGTRRA amended this limit for plan years beginning in 2002, and
permitted annual additions to defined contribution plans of up to 100% of the participant's
compensation, or $40,000 (as adjusted for inflation), whichever is less. For purposes of this
definition, "compensation" includes both elective deferrals to a 40 I(k) plan or 403(b) plan and
amounts contributed or deferred by the employer at the employee's election under a cafeteria
plan, qualified transportation fringe benefit plan, or a 457 deferred compensation plan.

Certain contributions are not included in the defmition of "annual additions" that are
tested under Code Section 415(c). Mandatory employee contributions that are picked-up by an
employer, or service purchase payments paid for by pre-tax (picked up) installment payments,
simplify Code Section 415 testing because mandatory contributions or service purchase
installment payments picked up pursuant to Code Section 4I4(h)(2) are not required to be treated
as contributions to a separate defined contribution plan. However, the resulting benefit must be
tested under Code Section 415(b) upon separation.
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Additionally, Treas. Reg. § 1.4 I5-6(b)(2) provides that a transfer of funds from one
qualified plan to another is not an "annual addition" subject to testing under Code Section 415(c).
Furthermore, Treas. Reg. § 1.415-6(b)(3) provides that the following types of contributions .are
not treated as employee contributions and thus are not "annual additions":

(i) Rollover contributions, and

(ii) The direct transfer of employee contributions from one qualified plan to another.

Additional exceptions from the 415(c) limits include USERRA contributions and
restoration offorfeited benefits, which are discussed below.

2. Tbe Limitation Year

The iimitation year for 415(c) testing purposes is determined in the same fashion as for
415(b) testing purposes.

3. Code Section 415(k)(3); Repavment of Cash-Outs

Section 415(k)(3) provides that any repayment of contributions (including interest) will
not be taken into account for Code Section 415 purposes if the repayment is to a governmental

.. plan..wtll.respecLto.an. am0 untpreviously.refunded.Dn..a.forfeiture.ofser:vice.credit.-under~hat-­

plan or any other governmental plan maintained by the state or any local governmental employer
within the same state.

4. Testing of USERRA Service Purchases

Special Code Section 415 testing rules apply to the payment of contributions covered by
the Uniformed Services Employment and Reemployment Rights Act of 1994 ("USERRA").
Pursuant to Code Section 414(u)(I)(A) and (B), payments made in the applicable USERRA
"make-up" period shall not be included in the Code Section 415(c) test for the calendar year in
which the payment is made, and shall instead be allocated to the calendar year for which it
relates. This rule exists to address a situation in which make up contributions permitted by
USERRA for multiple years, in addition to the regular on-going contributions, were all made at
once upon the return of a plan member on USERRA-approved leave. If the Code Section 415(c)
limits were applied to the sum of these contributions, then a member might exceed the applicable
limit.

In SDCERS' case, generally in "real life," the employee is being paid differential pal'
while on military leave, so their regular deductions for contributions remain as is (on a pre-tax
basis). For the few employees who do not receive sufficient pay throughout the period to remain
current on contributions, they are given options on how to restore contributions (£g., lump sum
installments). This group may need to be moved to an Exception Management process.

5. Code Section 414(v).

Code Section 414(v) provides that an "applicable employer plan" may permit an eligible
participant to make additional elective deferrals in any plan year subject to certain limits. An
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"applicable employer plan" includes a 401 (a) plan, a 403(b) plan, a SEP or a SIMPLE IRA, and a
457(b) plan. An eligible participant means a participant in the plan who will attain age 50 in the
plan year and who would otherwise be "capped" out by other Code limitations. These additional
elective deferrals may not exceed the lesser of the "applicable dollar amount" (for 2006 and
thereafter this amount is $5,000) or the difference between the participant's compensation minus
all other elective deferrals. For purposes of applying this limit, aU 401(a) plans, 403(b) plans,
SEPS and Simple IR..A.s of a single employer must be aggregated. Multiple 457(b) plans of a
single employer must be aggregated, but are not aggregated with the other types of employer
plans.

An additional elective deferral under Code Section 4l4(v) will not be subject to the
otherwise applicable limitation under Code Section 401(a)(30), 402(h), 403(b), 408, 415(c), and
457(b) (determined without regard to 457(b)(3».

Therefore, in determining whether an SDCERS member who makes an after-tax
employee contribution is violating the 415(c) limits, the member's 415(c) limit is determined
without regard to any additional elective deferral made under Code Section 414(v).

B. DEFINITION OF COMPENSAnON

1. General Rule

Code Section 415(c)(3)(A) defines "participant's compensation" as "the compensation of
the participant. from the empioyer for the year." Code Section 415(c)(3)(D) includes as
compensation elective deferrals under Code Section 402(g)(3) and amounts contributed by the
employer at the election of the employee which are excluded from income under Code Sections
125,132(£)(4), or 457.

Treas. Reg. § lAI5-2(d)(2) provides the following definition of compensation:

For purposes of applying the limitations of section 415, the term "compensation"
includes all of the following:

(i) The employee's wages, salaries, fees for professional services, and other
amounts received (without regard to whether or not an amount is paid in cash) for
personal services actually rendered in the course of employment with the
employer maintaining the plan to the extent that the amounts are includible in
gross Income""

***
(iii) Amounts described in sections 104(a)(3), 105(a), and I05(h), but only to
the extent that these amounts are includible in the gross income of the employee.

Code Section 104(a)(l) excludes from gross income amounts received under workmen's
compensation acts as compensation for personal injuries or sickness.
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2. Safe Harbor Definitions

There are at least three safe harbor options available to a plan for purposes of defining
compensation for Code Section 415(c):

(1) Define compensation on a person by person basis, including all taxable income
and certain items not included on Fonn W-2, imputed income items, etc, This
approach has the advantage of producing the highest possible compensation
amount for each individual, but is not administrable for a plan of any size. In
order to take this approach, it would be necessary for SDCERS to determine the
tax treatment of domestic partner health coverage and various other items.

(2) Define compensation based on the number reported by the employer as gross
income in Box I of each employee's Form W-2. This approach results in a lower
number than method 1, but is much easier to administer.

(3) Define compensation based amounts subject to federal income tax withholding,
but excluding taxable reimbursements and the cost of group-term life coverage,
This approach also results in a lower number than method 1, but is generally
easily available from the employer or payroll service provider and is therefore
much easier to administer than an individualized approach.

3. Treatment of Workers Compensation

Plans often question how to treat workers compensation payments for purposes of the
Code Section 415(c) definition of compensation. Generally, workers compensation payments
are excluded from gross income, provided they are paid under a workers compensation statute,
and therefore would not be includible as compensation under Code Section 415(c)(3). We
believe this is true regardless of whether the employer is funding the payments directly or has
paid for worker's compensation insurance, as in either case the amounts paid would (presumably)
be paid pursuant to a worker's compensation statute.

There is a special rule under Code Section 415(c)(3)(C) which provides as follows:

(C) SPECIAL RULES FOR PERMANENT AND TOTAL DISABILITY. In the case of a
participant in any defined contribution plan-

(i) who is permanently and totally disabled (as defined in section 22(e)(3)),

(il) who is not a highly compensated employee (within the meaning of section
414(q)), and

(iii) with respect to whom the employer elects, at such time and in such
manner as the Secretary may prescribed, to have this subparagraph apply,

the term "participant's compensation" means the compensation the participant
would have received for the year if the participant was paid at the rate of
compensation paid immediately before becoming permanently and totally
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disabled, This subparagraph shall apply only if contributions made with respect
to amounts treated as compensation under this subparagraph are nonforfeitable
when made, If a defined contribution plan provides for the continuation of
contributions on behalf of all participants described in clause (i) for a fIxed or
determinable period, this subparagraph shall be applied without regard to clauses
(ii) and (iii),

Treas. Reg, § 1.415-3(d)(1)-(3) provides that the voluntary and mandatory employee
contributions (but not picked up contributions) under a defined benefit plan are treated as a
separate defmed contribution plan maintained by the employer, subject to the limitations on
contributions of Code Section 415(c) and Treas, Reg, § 1.415-6, Thus, while Code Section
415(c)(3)(C) specifies its applicability to defined contribution plans, it could be argued that these
provisions would be applicable to that portion of a defined benefit plan that is to be treated as a
defined contribution plan,

There is very little guidance on the application of Code Section 41 5(c)(3)(C) , Treas,
Reg, § 1.415-2(d)(9) is reserved for "special rules for permanent and total disability," but no
regulations have yet been issued. IRS Notice 83-10, which provided guidance regarding
amendments under the Tax Equity and Fiscal Responsibility Act of 1982 ("TEFRA"), did
provide a limited discussion on Code Section 4I5(c)(3)(C):

TEFRAamended'ihe-deflnitio-no[compensatlotlto'perffiJiadeflnedcontrlbutlon'
plan to include as compensation amounts not actually paid in the case of disabled
employees who are not officers, owners, or highly compensated, In such a case,
the rate of compensation earned immediately before disability can be imputed for
the period of disability, However, any allocations based on this imputed
compensation must be nonforfeitable, For example, an employee was
compensated at the rate of $10,000 per year. On Juiy 1, 1981, the employee
received a raise that increased his salary to $20,000 per year. On December 31,
1981, the employee became permanently and totally disabled, Although the
employee only received compensation of $15,000 for 1981, in computing the
employee's rate of pay for 1982 the employee is deemed to have compensation at
the rate of $20,000 per year,

The Small Business Job Protection Act of 1996 ("SBJPAU) added the last sentence of
Code Section 415(c)(3)(C) in order to extend its provisions to highly compensated employees, as
explained by the Conference Report on the SBJPA:

Present law

Under present law, an employer may elect to continue deductible
contributions to a defined contribution plan on behalf of an employee who is
permanently and totally disabled, For purposes of the limit on annual additions
(sec, 415(c)), the compensation of a disabled employee is deemed to be equal to
the annualized compensation of the employee prior to the employee's becoming
disabled. Contributions are not permitted on behalf of disabled employees who
were officers, owners, or highly compensated before they became disabled,
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House bill

The House bill provides that the special rule for contributions on behalf of
disabled employees is applicable without an empioyer election and to highly
compensated employees if the defined contribution plan provides for continuation
of contributions on behalf of all participants who are permanently and totally
disabled.

The Conference Report on HR 3448 (August 1, 1996) (emphasis added).

This special rule provides that in the case of an individual with a total and permanent
disability, Code Section 415(c) compensation would be deemed to be compensation at the rate
the employee was being paid prior to the disability. This then leads to the question of how this
provision is applied. It is not clear whether Code Section 415(c)(3)(C) is really designed solely
to provide an avenue for an emplover to continue to make contributions to a defined contribution
plan by imputing to a disabled employee the income that he earned prior to becoming disabled,
or instead is definitional for 4 J5 compensation purposes, thereby creating a base for applying the
415(c) limit.

In SDCERS' case, the City has industrial leave paid under the active payroll, with the
possibility the person will go to a different payroll (i.e., workers compensation). This may

······reqliife··thatiipefSon:iJnhiifsituat16j1'15efuovedT<Tah exceptiorrfuanagemenfpfocess~'-'" _....... .

C. SERVICE PURCHASES

One of our primary areas of concern with regard to 415(c) testing is with respect to
service purchases. A voluntary employee after-tax contribution is subject to 415(c) testing
unless the more advantageous provisions of Code Section 415(n) apply. As noted in an earlier
section of the report, if an employee makes a voluntary contribution for a service purchase, the
voluntary contribution may be tested under more generous 415(c) limits or 4l5(b) limits. The
415(c) limits under 415(n) are as follows:

For purposes of Code Section 415(n) service purchases, only the dollar limit
under Code Section 415(c) applies ($40,000 (adjusted for inflation to $42,000 for
2005; $44,000 for 2006») by treating all permissive service contributions as an
annual addition under that limit.

D. AN ALYSIS OF ALL CITY PLANS

Code Section 415(g) requires the aggregation of all plans of an employer for 415 testing
purposes. Therefore, our other primary area of concern for 415 testing occurs with respect to the
other defmed contribution plans that are maintained by the City - the 401 (k) plan and the SPSP.
The City's 457(b) deferred compensation plan is not aggregated with SDCERS.
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VI.
APPLICATION OF CODE SECTION 415(c) TO SDCERS

AND RECOMMENDATIONS

A. PLAN DOCUMENT PROVISIONS

SDMC § 24.101 O(h) (per pending amendment) provides that employee contributions to,
and benefits from, SDCERS must comply with the Code Section 415 limitations on contributions
and benefits. The provision further establishes the calendar year as the testing year and permits
SDCERS to modify contributions as necessary to ensure compliance with Code Section 415.
However, the Board Rules do not contain any provisions relating to Code Section 415
compliance, nor do any other policies or documents of which we are aware.

B. TESTING OF "ANNUAL ADDITIONS"

1. Plan Aggregation

Prior to 1/1/06, SDCERS has not tested annual additions against the Code Section 415(c)
limitations. The City administers three defmed contribution-type plans: the 401 (k), SPSP, and a
457(b) plan. The City tests elective deferrals to the 401(k) and 457(b) plans. The City does not
conduct Code Section 415(c) testing for its 401(a) plans (401 (k), SPSP, and SDCERS). The

... -_....,- .-oilier-'Clty:plansand'-SDCERS--ate-'subJetrro--qualificatiorrfallure'"·If-tlfe-415(c)'·testltliC'·''· .... ...._.....
requirement is not satisfied and individuals are contributing in excess of the limitations to the
plans in the aggregate. In order to address this qualification issue, SDCERS would have to
coordinate with City to test for both the dollar and compensation limits under Code Section
415(c). For a limitation year (the calendar year), SDCERS would have to test after-tax employee
contributions to SDCERS against the 415(c) limits by first adding the amount of after-tax
SDCERS contribution to the total annual contributions (both employee and employer) made to
both the 401 (k) anq the SPSP plans. The resulting total would be tested against the lesser of the
$40,000 (as adjnsted by the rRS annually) dollar limit or the 100% of compensation issue. In
order to perform this test, SDCERS must select a definition of compensation that is permitted
under the Code (see next section). The pre-tax (picked-up) contributions to SDCERS would not
be used in the 415(c) testing.

If the after-tax contribution was made for a purchase of permissive service credit, Code
Section 415(n) would apply and permit a higher level of contribution than under Code Section
415(c).

The Airport and Port only offer a 457(b) plan; they do not provide a 40I(k) or 401(a)
plan. Asa result, 415(c) testing for SDCERS purposes would not require aggregation with the
Airport and the Port 457(b) plans.

2. Definition of Compensation

We discussed the three safe harbor definitions of compensation with SDCERS staff
Currently, none of the compensation fields provided by the City in Pension Gold represents any
of the safe harbor definitions. SDCERS staff and the City have compared W-2 compensation
used by the City with "gross compensation" reported as Gross Salary in Pension Gold. SDCERS

36
111623403.16



staff has determined that the compensation numbers that are currently provided to SDCERS by
the plan sponsors do not comport with any of the three safe harbor definitions. Therefore, for
future testing purposes, it was determined that SDCERS would ask the plan sponsors to provide
the Medicare wages amount from the W-2 system as a reasonable proxy for the safe harbor that
starts with taxable wages and then restores elective deferrals.

Finally, please note that all plans which must be aggregated for purposes of 415(c) testing
must use the same definition of compensation for those purposes. Therefore, if the plan sponsors
are using a different definition of compensation for purposes of their testing, SDCERS must
collaborate with them to arrive at a consistent approach.

C. CONCLUSIONS REGARDING RETROSPECTIVE 41S(c) TESTING

Given the 415(b) testing approach described in earlier sections of this Report. SDCERS is
proposing not to do retrospective 415(c) testing. This should be a reasonable approach
considering the following factors:

• Since 1987, all mandatory employer contributions have been picked-up and
thus would be subject to 415(b) testing.

• Since 1997, all service purchases made with after-tax employer dollars are
..·~-subjectto" eitlrer"mO"dified4t5(c)testingormodifred 415Cbrtesting:~SDeERS·-~··

has elected 415(b) testing.

Service purchases permitted as of August 5, 1997 are grandfathered and thus
are not subject to 415(c) testing.

• For retrospective 4l5(b) testing, SDCERS is not backing out any after-tax
employee contributions.

• Service purchases made via rollover and plan-to-plan transfer from the DC
plans are n6t sUbjectto 415(c) testing.

• Service purchases made by plan-to-plan transfers from the 457(b) plan are
subject to regular 4l5(b) testing.

D. CONCLUSIONS REGARDING PROSPECTIVE 415(c) TESTING

Given the practical problems associated with 4l5(c) testing, SDCERS has determined to
take the following prospective approach starting January I, 2007. For the 2006 calendar year, a
self-correction approach will be followed.

1. Definition of Tested Group

The tested group will consist of all employees making after-tax contributions on and after
January 1,2007.
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2. Testing of Service Purchases Made with After-Tax Employee Contributions

All service purchases made with after-tax employee contributions will be tested under the
modified 415(b) testing under 415(n) if the service being purchased is permissive service,
incluEiing qualified and nonqualified service, in accordance with the chart above. This means the
benefit attributable to these contributions will not be tested under 415(c).

3. Testing of Other After-Tax Employee Contributions

Any other after-tax employee contributions received would be tested at the time of
receipt on an "exception basis." This means that prior to actually accepting the employee after­
tax contributions, SDCERS would contact the City and inform it of the after-tax contributions
and run the 415(c) test. If the contributions "passed," they would be accepted. If the
contributions failed, they would not be accepted. At the end of the calendar year, those
individuals from whom after-tax contributions were accepted wouid be retested.

4. USERRA Testing

In the.case ofUSERRA contributions, the 415(c) limits that would be examined would be
the limits in place with respect to the covered service - not necessarily the year of the payment.

SDCERS will request the plan sponsors provide the Medicare wages amount from the W­
2 system and use that to test.

6. Testing Protocol

The testing protocol for this is set forth in Exhibit D.

7. Priority

One issue raised in this context is that of "priority." That is, it is important that a clear
priority be established among the different plans as to what will be reduced first, second, etc. in
the event that annual additions exceed the Code Section 415(c) limitation. This priority list
should include not just the different San Diego defined contribution plans, but also the different
types of contributions possible to each of those plans. .

• First, attempt the correction through the 40 I(k) program. The amount of excess
contributions would be distributed to the member.

• If the amount of 401(k) contributions for the year is not enough for the correction,
then the next plan to consider would be SPSP. However, in order to preserve the
plan's status as the Social Security replacement plan, the amount of contributions
available to be refunded would be limited to the voluntary contributions.
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• If the amount in the SPSP available for refund was insufficient to make the
correction, then the correction would have to be made from SDCERS. This could
affect the member's service purchase.

E. TESTfNG OF SERVICE PURCHASES - By SOURCE

1. SDCERS Provisions

SDMC § 24.131 O(a) provides that in order to purchase Creditable Service a member must
pay an amount, including interest, determined by the Board before the effective date of
retirement. This section goes on to provide as follows:

(b) Subject to any limitations imposed by the Internal Revenue Code, such
payments under section 24.1310(a) may be made by lump sum,
installment payments, direct transfer to the Retirement System from any
defined contribution plan maintained by the City of San Diego, or in such
manner and at such time as the Board may by rule prescribe. Any sums
paid by a Member under section 24.1310 are considered to be and
administered as Member contributions.

SDMC § 24.1310(b). The Board has adopted rules under this section, which the Board has
---- .recently amended to read.asi'oltows:------------------------- -------- --------------------..

Rule 10.50 Methods of Payment.

(a) Subject to any limitations or conditions imposed by applicable tax laws
and regulations, a member may pay for service credit by:

(1) IUJIJ,p sum,

(2) installment payments through payroll deduction,

(3) direct transfer to the Retirement System from any tax qualified
defined contribution plan maintained by the City, Airport
Authority or Unified Port District,

(4) rollover or direct transfer of funds from an eligible retirement plan,

(5) direct in-service transfer from an IRC 457(b) compensation plan or
an IRC 403(b) plan, subject to Board Rule W.60 (subject to prior
approval by the IRS); or

(6) any other source allowable under federal law.

(b) The System will treat all amounts paid by members under this Division as
member contributions.
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(c) A member must complete all payments to purchase service credit before
his or her effective date of retirement, entry into DROP, or termination of
employment (in the case of a deferred retirement).

(d) If a member elects to make installment payments:

(1) the member must agree to an installment contract with a payment
plan that includes the purchase cost plus installment interest,

(2) the payments must be made through payroll deduction,

(3) the payments must be at least $20 per pay period,

(4) the System will charge installment interest to the member's
individual account using the actuarial assumed interest rate in
effect at the time the installment contract is executed, and

(5) if making pre-tax payments, the member must complete the
installment contract before he or she first becomes eligible to
service retire, unless the member acknowledges in writing the
negative consequences of failing to do so. (See form SDCERS

.····_·-usesfor·ihis;·-BeeExhibitl:;;j---· ···· _ _-_ _- _ - - .. . .

Board Rule 10.50.

The Board has adopted Rule 10.60 to read as follows:

Rule lfl.60 In-Service Transfer of Funds from a 457 Defined
Compensation Plan to Purchase Service Credit.

(a) Purchase of Service Credit under General Five-Year Provision (Board
Rule 10.10): Before assets may be transferred to SDCERS in-service from
a 457 plan to purchase service under Board Rule 10.10 (general five-year
purchase), the member must complete and sign a certification of
corresponding service. Corresponding service may be any compensated
private or public sector service or self-employment, as long as the service
has not been credit under any SDCERS plan (City, Airport Authority or
Unified Port District). The amount of corresponding service must be
equal to or greater than the amount of service credit the member is
purchasing. This subsection will become effective upon IRS approval of
the certification procedure.

(b) Purchase of "Service-Connected" Service Credit. A member may
purchase service-connected service credit under Board Rule 10.00 by an
in"service plan-to-plan transfer from a 457(b) plan. No certification of
corresponding service is required.
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With this new Rule 10.60 in place, subject to IRS prior approval, transfers from the 457
plan will be accepted for service purchases as described in (a) and (b). See PLR200550042.

The Board Rules also provides for the terms of installment contracts in Board Rule 10.70.
Based upon these rules, it is clear that SDCERS has attempted to avail itself of all methods of
service purchases.

2. Compliance Testing Chart

The following chart shows how the available sources of voluntary employee
contributions for service purchases should be tested under either Code Section 415(c) or 415(n).
(Refer to the earlier chart for a categorization of service purchases as permissive service and as
qualified and non-qualified service.)

Voluntary Employee Contributions for Service 415(c) Testing or 415(n) Testing
Purchases

In-service transfers from DC Plans (401(1<), I415(c) limits (including 415(n) modified
I SPSP) I limits) do not apply. Regular 415(b) limits

should be applied at distribution.

.._Lump...sumafter=taxemploye.e... .contributions....and ..A15(c).limitLapply_.(lessec.oL.$40,O.oO.
installment contracts for after-tax contributions if (adjusted) or 100% compensation in the year
for non-permissive service or for nonquaiified of purchase). These will be tested on an
permissive service credit in excess of limits exception basis.

Lump sum after-tax employee contributions and 415(n) limits apply. Therefore, purchase
installment contracts for after-tax contributions if will be tested under modified 415(b) limits.
for permissive service .

Picked-up employee contributions for installment 415(c) limits (including 415(n) modified
contracts limits) do not apply. Regular 415(b) limits
Note: A favorable IRS private letter ruling is the should be applied at distribution. I
mechanism for obtaining approval for a pick-up
of employee contributions for a service purchase.

Lump sum rollovers from eligible plans (401 (a), 415(c) limits (including 415(n) modified
457(b), 403(b), 401(k), 403(a) and lRAs) limits) do not apply. Rollovers only after

separation from service except IRAs.

Repayment of refunded contributions Under 415(c)(3), 415(c) limits will not
apply. 415(b) limits will apply at
distribution.

Lump sum transfers from 457(b)/403(b) plans Limited to permissive service credit and
restoration of service. 415(c) limits will not
apply. 415(b) limits will apply. See Rule
10.60.
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It is our understanding from SDCERS staff that the vast majority of service purchases are
made by plan-to-plan transfer from the Employers' plans. However, all of the other mechanisms
are used to some extent, including after-tax payments.

3. Leave Conversion Contributions

In addition to service purchases, the Municipal Code also provides for leave conversion
to Creditable Service:

(c) Notwithstanding section 24.1310(a), effective July I, 2002, represented
Members in the San Diego Firefighters Local 145 bargaining unit who
have not yet entered DROP 'may convert the cash equivalent of their
Unused Annual Leave accrued after July 1, 2002, to Creditable Service in
the Retirement System on a pre-tax basis. The amount of the Creditable
Service to be credited in the Retirement System will be the amount the
Board determines to be the employer and employee cost of that Creditable
Service. Represented Members in the Local 145 bargaining unit are not
eligible to exercise any cash-out feature of Annual Leave that they accrue
after July I, 2002, including Annual Leave accrued after July I, 2002,·
while in DROP .

.. SDMC-§24.T3TO{C):-TIlls-pj"oVisionpfoViaesT6ra~pfe:taXc6nv-ersi6jf6n.mlisedan.nualleaveifi~-·~--------­
order to buy service in SDCERS.7 If these amounts were converted on a pre-tax basis, the
benefit attributable to these conversion amounts would be tested under 415(b). Please note:
collection of those converted contributions is covered in our Exclusive Benefit Report.

F. TESTING OF USERRA SERVICE PURCHASES

SDMC § 24.1309 addresses purchase of retirement credit for service in the armed forces.
The provision specifies that for purchases made pursuant to a leave due to military service, the
payment is treated as an annual addition for the calendar year to which it relates. In order to
provide appropriate treatment of USERRA service purchases, SDCERS will need to work with
Employers to determine USERRAeligibility. The problem of accurate USERRA reporting may
be limited to only a few SDCERS members because most SDCERS members who are called to
military service receive differential pay. It is the City's practice to deduct the member's
contribution from the differential pay on a picked-up basis. As a result, most SDCERS members
retiring from USERRA-covered service to employment do not need to make any contributions
for the USERRA leave period.

It is our understanding that post Julyl, 2002, hours can be converted or used to extend DROP or run out with a terminal
leave. On the City side, the hours after July 1, 2002 cannot be cashed out. We further understand the value of these annual
leave hours is ca.lculated using the hourly mte" calCUlated on the same basis as the pension salary, then converted to dollars,
which dollars are then reconverted to additional time. An example presented was where 500 hours equated to $30,000, which
(for that individual) would purchase 1.8472 additional years. The individual can choose how much to convert.
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VII.
VOLUNTARY CORRECTION PROGRAM ("VCP") FILING

A. GENERAL ApPROACH

As problems were discovered, we worked with SDCERS, Cheiron, and Linea to develop
a correction mechanism. As we have previously discussed, the Employee Plans Compliance
Resolution System ("EPCRS"), Revenue Procedure 2003-44, provides for a Voluntary
Correction Program ("VCP") under which the IRS approves a plan qualification correction
through the issuance of a Compliance Statement. The VCP program is governed by a variety of
correction principals. One of the key requirements is "fuII correction": .

Generally, a failure is not corrected unless fuJI correction is made with respect to
all participants and beneficiaries, and for all taxable years.

Rev. Proc. 2003-44, Section 6.01. However, as noted in the Conclusion Sections above,
SDCERS wishes to make a case for a less than full correction based upon the unique facts of the
situation. The testing protocols being proposed are all outlined in Sections IV and VI above.

B. TIMETABLE

- . ------ -- The VCP-wouldcover-theretrospective-anaJysisthatcovers retireesfrom--1-995 through--------­
the end of2005. SDCERS would then apply self-correction for 2006. Prospective testing would
begin in 2007.

CIRCULAR 230 DISCLOSURE

Except to the extent that this advice concerns the qualification of any qualified plan, to
ensure compliance with recently-enacted U.S. Treasury Department Regulations, we are now
required to advise you that, unless otherwise expressly indicated, any federal tax advice
contained in this communication, including any attachments, is not intended or written by us to
be used, and cannot be used, by anyone for the purpose of avoiding federal tax penalties that
may be imposed by the federal government or for promoting, marketing, or recommending to
another party any tax-rclated matters addressed herein.
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Appendix A

Overview of Code Section 415 Proposed Regulations

DEFINED BENEFIT PLANS

Multiple annuity starting dates, The Proposed Regulations provide new rules for
determining the annual benefit under a defined benefit plan when there has been more
than one annuity starting date (i.e" where the application of the Code Section 415(b) limit
must take into account prior distributions as well as currently commencing distributions).
Prop, Reg. § 1A15(b)-2. This would occur when a participant has received one or more
distributions in limitation years prior to an increase in the accrued benefit occurring
during the current limitation year or prior to the annuity starting date for a distribution
that commences during the current limitation year. These rules may also apply when a
benefit payment is increased as a result ofplan terms applying a cost-of-living adjustment
("COLA") pursuant to an adjustment of the Code Section 415(b) dollar limit, unless the
plan provides for application of a safe harbor methodology set forth in the Proposed
Regulations for determining the adjusted amount of the benefit (see discussion below
under cost-of-living adjustments),

In the case of multiple annuity starting dates, the annual benefit subject to Code Section
"'4r5(bTTe'st'iiig-is'equaTTollie-sum'6f'tlie an.nuiil-.stfaignClifeeqUlvaIenCannliiff-----·'

attributable to the following:

1. the accrued benefit that has not commeneed;

2. the annual benefit determined for any distribution with an annuity starting date
that occurs within the current limitation year and on or before the current
determination date;

3. the annual benefit determined for any remammg amounts payable under a
distribution with an annuity starting date that commenced in a prior year; and

4, the annual benefit attributable to prior distributions.

Prop. Reg. § 1.415(b)-2(a)(3)(i).

The annual benefit attributable to prior distributions is determined by adjusting the
amounts of prior distributions to an actuarially equivalent straight life annuity
commencing at the current determination date. The Proposed Regulations apply rules
that are analogous to the rules for adjusting other benefits to determine the amonnt of the
actuarialiy equivalent straight life annuity for purposes of determining the annual benefit
attributable to prior distributions. Prop. Reg. § 1A15(b)-2(a)(3)(ii), (b).

Aprior distribution that has been entirely repaid to the plan (with interest) does not give
rise to an annual benefit attributable to prior distributions. Prop. Reg. § L415(b)­
2(a)(3)(iv).
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In the case of a new election modifying multiple annuity payments that have already
commenced, the payments made before the change plus the modified payments must
satisfy the Code Section 415(b) limit in effect on the original annuity starting date, based
on the assumptions applicable at that time. However, payment adjustments that reflect
cost-of-living increases under Code Section 415(d) are ignored for this purpose.

);> Note: The specific rules on the application of testing of multiple annuity starting
dates are very complex. Ice Miller's comment letter focused on this ·area as a
primary cause for concern and urges the Service to take a simpler approach to
testing in this area. We believe the multiple annuity starting date proposed rules
could impact a variety of common governmental plan features - ad hoc COLAs,
13 th checks, DROPs, PLSOs, and plan amendments. We also think it also
provides a difficult interaction with Code Section 401 (a)(9) compliance.

• Cost-or-living adjustments.

IRS Limit Adjustments. The Proposed Regulations prClvide rules regarding
application of the cost-of-living adjustments to the Code Section 415 limits. Prop.
Reg. § 1.4 15(d)-I. The Regulations specify the circumstances under which an
adjusted limit is permitted to be applied to participants who have previously

.... .. . .comID§'1l.c;".cLr(O(;~ying,b§'11.~[I1LU[1der.a..q~tjn~4._b.erl.~1l.jJlaJ1. ..I!l~.IiQtlJ§led Jimit.
would be applicable to current employees who are participants in a defined benefit
plan and to former employees who have retired or otherwise terminated service and
have a nonforfeitable right to accrued benefits, regardless of whether they have
actually begun to receive benefits. A plan may provide that the annual increase
applies for a participant who has previously commenced receiving benefits only to
the extent that benefits have not been paid, and a plan mustspecifically so provide
in order for the increase to be effective. Prop. Reg. § 1.415(a)-1(d)(3)(v)(C).

The Proposed Regulations provide a safe harbor under which the annual benefit will
satisfy the limitations of Code Section 415(b) for the current limitation year
following an adjustment to benefit payments that is made to reflect the IRS cost-of­
living adjustment made under Code Section 415(d). If such adjustments are made
in accordance with this safe harbor, the multiple annuity starting date rules will not
apply with respect to such adjustment.

An adjustment to a benefit for a COLA increase under Code Section 415(d) will be
treated as being made under the safe harbor if (l) the participant has received one or
more distributions that satisfy the requirements of Code Section 415(b) before the
date the increase to the applicable limit is effective; (2) the adjusted distribution is
solely as a result of an increase in the Code Section 415(d) limits; and (3) the
amount payable to the employee for the limitation year and subsequent limitation
years is not greater than the amounts that would otherwise be payable without
regard to the adjustment, multiplied by a fraction, the numerator of which is the
limitation under Code Section 415(b) in effect for the distribution following the
Code Section 415(d) increase, and the denominator of which is such limitation
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under Code Section 415(b) in effect for the distribution immediately before the
increase. Prop. Reg. § 1.415(d)-1(a)(5).

• Plan BenefIts with Fixed COLAs. Last year the IRS issued PLR 200452039, which
provided that a plan benefit with an automatic COLA had to take into account the
value of the COLA when testing the benefit under the Code Section 415(b) limit.
Under the Proposed Regulations, there is an example under which the plan had to
reduce the benefit limit to recognize the value of any automatic, fixed COLAs
provided under the plan. Prop. Reg. § 1.415(b)-I(c)(5), Example 6.

• Benefit tested under 41S(b). The Proposed Regulations prohibit both the payment and
accrual of a benefit in excess of the Code Section 415(b) limits. Prop. Reg. § 1.415(b)­
l(a)(l) (3). In the past, this Code Section has generally been interpreted for
governmental plans as requiring that benefits paid, not just accrued, must meet the 415(b)
limit.

» Note: Our comment letter to the Service raises the problems with this issue,
including an overarching concern with the focus of the Proposed Regulations on
the accrual concept versus the benefit payment concept, noting the inherent
difficulties this would present for governmental plans. We really think this is the
"heart" of the problem. with the Proposed Regulations. Without a different

----- ....-.- .... -----. ... referencepolil[liCleasrrorgovernmentaT'plans):co'mpiiance··wHI·····bevery

problematic.

• Dollar limit aoolicable to earlv or late retirement. Code Section 415(b)(2)(C)
provides that the dollar limit must be actuarially reduced when benefits begin before age
62. The Proposed Regulations generally use the plan'S determinations for actuarial
equivalence of early retirement benefits, but override them when the use of the specified
statutory assumptions results in a lower limit. Prop. Reg. § 1.415(b)-I(d).

If the benefit is not forfeited at the member's death, there is no adjustment to the dollar
limit with respect to mortality to reflect the probability of the member's death between
the annuity starting date and age 62 (which results in a higher dollar limit than if
mortality were considered). The Proposed Regulations allow a plan to treat a benefit as
not being forfeited if the plan does not charge members for providing a qualified pre­
retirement survivor annuity, but only if the plan applies this treatment for adjustments
before age 62 and after age 65. Prop. Reg. § I.415(b)-I(d)(2).

Pursuant to Code Section 415(b)(2)(I), t.'J.e dollar limit is not adjusted for commencement
before age 62 for a distribution from a governmental plan on account of the participant
becoming disabled by reason of personal injuries or sickness, or as a result of the death of
the participaut. Prop. Reg. § I.415(b)-I(d)(4). Similarly, the less than ten years of
participation reduction does not apply to such benefits. Prop. Reg. § 1.4 I5(b)-1 (g)(3).

The Proposed Regulations similarly provide for the dollar limit to be actuarially increased
for benefits that begin after age 65. However, if the plan does not actuarially increase
benefits in the case of later retirement age, the dollar limit adjustment is not permitted.
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Prop. Reg. §§ 1.415(a)-I(d)(3)(v)(C); 1.415(b)-I(e). A National Council on Teacher
Retirement representative testified on this point at the August 17 hearing, urging the
Service to reconsider this approach.

• Conversion of benefits to straight life annuity. The Proposed Regulations provide
rules under which a retirement benefit payable in any form other than a straight life
annuity (or qualified joint and survivor annuity ("QJSA"») is converted to the straight life
annuity that is actuarially equivalent to that other form to determine the annual benefit
used to show compliance with Code Section 415 for that form of distribution. The
Proposed Regulations reflect statutory changes that specify the actuarial assumptions to
be used for these equivalency calculations. Prop. Reg. § 1.415(b)-1 (c).

For a form of benefit that is not subject to the minimum present value rules of Code
Section 417(e) (which includes any goverrunentaI plan benefits), the straight life annuity
payable under the plan at the member' current age (not the straight life actuarial
equivalent of the selected benefit form using the plan's actuarial assumptions) is
compared to the straight life annuity that is the actuarial equivalent of the optional form
of benefit, determined using specified statutory assumptions, and the larger of the two
straight life annuities is used as the annual benefit subject to 415 testing. Prop. Reg. §
1415(b)-I(c)(2). .

--- .-·--------j>-No te:Ic-e MiTfer'S-comment Tetteraddressesthe-[Ssueo{the-approp;:;;;te-actiariil ...._--­

assumptions that should be used for this conversion.

• Benefit forms for which no adiustment is required. The survivor portion of a benefit
that is a QJSA is not taken into account in determining the annual benefit subject to
415(b) testing. The Proposed Regulations provide that this exception will apply to any
portion of a benefit that is paid as a QJSA, even if another portion of the benefit is paid in
some other form (for example, a partial lump sum). Prop. Reg. § 1.415(b)-I(c)(4)(i)(A),
(ii)(B).

Further, ancillary benefits not directly related to retirement benefits are not taken into
account for purposes of Code Section 415(b) testing. Prop. Reg. § 1.415(b)-1(c)(4)(i)(B).

• Exclusion of annnal benefit attributable to mandatory after-tax employee
contributions. The Proposed Regulations retain the rules under the existing regulations
that the annual benefit does not include the annual benefit attributable to mandatory
employee contributions (which are not picked-up). Prop. Reg. § 1.415(b)-I(b)(1)(ii).

The Regulations provide that the annual benefit attributable to mandatory employee
contributions is determined using the factors described in Code Section 41 l(c)(2)(B) and
(C) and the regulations thereunder, regardless of whether Code Section 411 applies to the
plan (which such Section does not apply to a goverrunental plan). Prop. Reg. § 1.4[5(b)­
1(b)(2)(iii). Mandatory employee contributions (which are not picked-up) are treated as
annual additions to a defined contribution plan for purposed of Code Section 415(c).
Prop. Reg. § IAI5(c)-I(a)(2)(ii)(B) and (b)(3). Picked-up employee contributions are
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treated as employer contributions to a defined benefit plan. Prop. Reg. § 1.415(b)­
1(b)(2)(ii)(A).

;;. Note: In our comment letter to the Service, we have raised our concerns with the
difficulties in applying the Code Section 411 methodology in the governmental
plan context.

The Proposed Regulations provide that, if voluntary employee contributions are made to
a plan, the portion of the plan to which such contributions are made is treated as a defined
contribution plan under Code Section 4! 4(k), not a defined benefit plan, and is not taken
into account in determining the annual benefit under the portion of the plan that is a
defined benefit plan. Prop. Reg. § 1.415(b)-1 (b)(2)(iv).

The Proposed Regulations would clarify that picked-up contributions, loan repayments,
the repayment of any amount previously distributed, and the repayment of withdrawn
employee contributions, would not be treated as employee contributions. Prop. Reg. §
IA 15(b)-l(b)(2)(ii)

The Proposed Regulations also provide that, in determining the amount of the annual
benefit that is excluded from testing because it is funded by employee contributions,
member repayments of withdrawn contributions, even if paid after-tax (and thus counted

······as'C'asls; woulafiot.5e-fiEatedas..emploj>eecontflhilticlrls.----·······----------..---...-

;;. Note: This treatment does not seem consistent with Code Section 415(k)(3),
which provides that repayments of previously withdrawn contributions, plus
interest, are not subject to the Code Section 415 limits. lee Miller's comment
letter has raised this issue with the Service.

• Exclusion of annual benefit attributable to rolJovers. The Proposed Regulations
clarify that the annual benefit subject to Code Section 415(b) testing does not include the
annual benefit attributable to rollover contributions made to a defined benefit plan (i.e.,
rollover contributions that are not maintained in a separate account that is treated as a
separate defined contribution plan under Code Section 414(k). Prop. Reg. § 1.415(b)­
1(b)(1)(ii). In this situation, the annual benefit attributable to the rollover contributions is
determined by applying the rules of Code Section 41l(c), treating the rollover
contributions as employee contributions, regardless of whether Section 411 applies to the
plan. The Proposed Regulations specify that if a plan uses more favorable factors than
those specified in Code Section 411 (c) to determine the amount of annuity payments
arising from a rollover contribution, the annual benefit under the plan would reflect the
excess of those annuity payments over the amount that would be specified in Code
Section 411(c). Prop: Reg. § 1.415(b)-I(b)(2)(v).

;;. Note: This is an area upon which we have commented to the Service, arguing
that the Code Section 411 rules, which are not generally applicable to
governmental plans, should not be used in these circumstances; rather, we have
proposed that public plans be permitted to use the plan actuarial factors in this

A-5
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circumstance. We have also asked the Service to provide an example of a defmed
benefit plan to a defined benefit plan rollover.

• Treatment of benefits transferred among plans. Under the current Code Section 415
Regulations, if a transfer is from one qualified plan to another qualified plan, the annual
benefit attributable to the transferred assets is not taken into account by the transferee
plan. Treas. Reg. § 1.4 l5-3(b)(I)(iv). Further, a transfer from one qualified plan to
another qualified plan is not an annual addition in the year of the transfer. Treas. Reg. §
1.415-6(b)(2)(iv).

The Proposed Regulations attempt to provide further detail on the treatment of transfers
between qualified plans, presumably to address concerns by the Service that funds are
being transferred between plans without ever ultimately being tested in some fashion
under Code Section 415. The Proposed Regulations view transfers on a defined benefit
pian to defined benefit plan arid defined contribution plan to defined contribution plan
basis. The Proposed Regulations would modify the rules of the existing Final
Regulations for determining the amount of transferred benefits that are excluded from the
annual benefit under a defined benefit plan in the event of a transfer from another defined
benefit plan. Prop. Reg. § 1.415(b)-1(b)(3).

In the case of transfers between defined benefit plans subiect to the plan aggregation rules
"---(i.e., the annual benefi£underboth plans must be comHnedfor purposes ofCodeSect!on-- .

415 testing), the transferred benefits are included in determining the annual benefit under
the plan receiving the transfer (the transferee plan) and are disregarded in determining the
annual benefit under the transferring plan (the transferor plan). Thus, under each plan,
the annual benefit is determined taking into account the actual benefrts provided under
that plan after the transfer. Prop. Reg. § IAI5(b)-I(b)(3)(A).

In the case of transfers between non-aggreg-ated defined benefit plans, the benefits
associated with the transferred liabilities (other than surplus assets) are treated by the
transferor plan as a single sum distribution (which presumably is tested under the Code
Section 415(b) limit). Although such a transfer is treated as a distribution in computing
the annual benefit under the transferor plan, no corresponding adjustment to the annual
benefit under the transferee plan is made to reflect the fact that some of the benefits
provided under the transferee plan are attributable to the transfer. Thus, the actual benefit
provided under the transferee plan is used to test the annual benefit under the transferee
plan, even thought the transferred amount is included as a distribution in determining the
annual benefit under the transferor plan. Prop. Reg. § 1.415(b)-I(b)(3)(B).

In the case of transfers between defined contributions plans, the transfer is not treated as
an annual addition.

Thus, transfers between defined benefit and defmed contribution plans are not
specifically addressed under the Proposed Regulations; in particular, the difficult issue is
a transfer from a defined benefit to a defined contribution plan. Hopefully, the Final
Regulations will provide some clarity to this issue.

A-6
Jl1623403 .16



• Application of $10,000 exception. The benefits payable to a participant will satisfy
Code Section 415(b) if the benefits payable to that participant under the plan and all other
defined benefit plans of the participant do not exceed $10,000 for the plan year or for any
prior plan year, and the employer has not at any time maintained a defined contribution
plan in which the participant participated. Thus, for example, a distribution for a
limitation year that exceeds $10,000 will not fall in this exception, even if it is a single­
sum distribution that is the actuarial equivalent of an accrued benefit with annual
payments that are less than $10,000. Prop. Reg. § 1.415(b)-I(£).

• Less than 10 years of participation. The dollar limit is reduced pro-rata if a participant
has fewer than 1°years of participation in the plan. This reduction does not apply to a
distribution of survivor or disability benefits from a governmental plan. Prop. Reg.
§ 1.415(b)-I(g).

• QDRO payments. For purposes of Code Section 415, benefits provided to an alternate
payee under a QDRO are treated as if provided to the member. Prop. Reg. § IAI5(a)­
1(£)(5).

DEFINED CONTRIBUTION PLANS

• Timing of contributions. The Proposed Regulations would modify the deadline for
.... -,~.~ .._..."----,------ ------maKIng emplayer contrT6ubori's~f6--'a-pIai-fliatire-crediteQ"'to"a-partic ipant'ls-accountfor a------------- .. -

limitation year for purposes of Code Section 415(c). Under the Proposed Regulations,
the deadline for a tax-exempt employer to make a contribution to the plan that is credited
to a participant's account for a limitation year for purposes of Code Section 415(c) is the
15th day of the tenth calendar month following the close of the taxable year with or within
which the particular limitation year ends. Prop. Reg. § 1.415(c)-I(b)(6)(B).

». Note: This is an extension from the earlier deadline now applicable under the
existing regulations (the 15 th day of the sixth calendar month following the close of
the taxable year with or within which the particular limitation year ends).

As under the current Regulations, employee contributions may not be inciuded. in a
iimitation year unless they are actually made to the plan within 30 days after the close of
the limitation year. Prop. Reg. § 1.415(c)-I(b)(6)(C).

The Proposed Regulations also confirm that employer make-up contributions made
pursuant to USERRA, resulting from qualified military service, are not treated as an
amlUal addition for the year in which the contribution is made, but are treated as an
annual addition for the year to which the contribution relates. Prop. Reg. § 1.415(c)-. .

I (b)(6)(ii)(D).

• Definition of It Compensation". The Proposed Regulations primarily reflect several
statutory changes that were made to Code Section 415(c)(3) since the issuance of the
existing Fina! Regulations. Among these changes are the inclusion in compensation of
certain deemed amounts for disabled participants and nontaxable elective amounts for
deferrals under Code Sections 40I(k), 403(b), and 457, cafeteria plan elections under
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Section 125, and qualified transp011ation fringe benefit elections under Code Section
I32(£)(4). Prop. Reg. § I .415(c)-2.

The Proposed Regulations also permit a plan to use a safe harbor definition of
compensation, including Form W-2 wages or wages subject to income tax withholding,
Prop. Reg. § 1.415(c)-2(d).

The Proposed Regulations also provide that the definition of compensation is subject to
the Code Section 40 I(a)(t 7) limits, which is a departure from the generally accepted
understanding of this rule. However, because governmental plans are not subject to the
100% of compensation limit under Code Section 415(b), this issue has little practical
significance for public plans.

• Compensation after severance from employment. The Proposed Regulations provide
specific rules regarding when amounts received following a severance from employment
may be included as compensation for purposes of Code Section 415. Unlike the other
provisions of the Proposed Regulations (which may not be relied upon until the Final
Regulations are issued), these changes may be considered effective immediately for
limitation years beginning on or after January 1,2005. Prop. Reg. § 1.415(c)-2(e).

Generally, the Proposed Regulations provide that amounts received after severance from
, "., ... - .. ,. ··----'employmellfiire"oo[coosiaeredcompensation-iioaerCoae-Sectlon'41S;-e-XcepTforll1e----

following:

• If made within 2Y, months after a severance from employment, payments (such as
regular compensation, overtime, bonuses, etc.) that would have been payable if
employment had not terminated, and payments with regard to accumulated leave
time that would have been available for use if employment had not terminated,
may be included as compensation under Code Section 415. This exception would
not include pure severance pay.

Military differential pay, i,e., pay fyom an employer to an employee who is in qualified
military service, may be included as compensation for purposes of Code Section 415.

>- Note: It is not clear from the Proposed Regulations how payments of regular
salary which are made more than 2Y, months after severance from employment
would be treated. Ice Miller's comment letter askS the Service to clarify this
lssue.

• Annual additions subject to Code Section 415(c). The Proposed Regulations clariry
the definition of "annual additions" which are subject to Code Section 415(c) testing,
which include employer contributions, employee contributions, and forfeitures. Prop.
Reg. § 1.415(c)-1(b). Additionally, contributions to individual medical accounts that are
part of a pension plan under Code Section 401 (h) are treated as annual additions to a
defined contribution plan (but such contributions are oniy subject to the dollar limit of
Code § 4l5(c». Prop. Reg. § 1.4l5(c)-I(a)(2)(ii)(C), (e). Annual additions do not
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•

include rollovers, repayments under Code Section 415(k)(3), or transfers from another
defined contribution plan, Prop. Reg. § 1.415(c)-I(b)(1)(iii). (b)(3).

• Limitation year, The Proposed Regulations set forth rules regarding the limitation year
that generally correspond to the rules under the existing Regulations, and also provide
specific guidelines with respect to overlapping limitation years for aggregated plans,
Prop. Reg. § 1.415G)-1. .

Where defmed contribution plans with different limitation years are aggregated, Code
Section 415(c) must be applied ",rith respect to each limitation year of each such plan.
For each such limitation year, Code Section 415(c) is applied to annual additions that are
made for that time period with respect to the participant under all aggregated plans.
Similarly, where defined benefit plans with different limitation years are aggregated, the
rules of Code Section 415(b) must be applied with respect to each limitation year of each
such plan. Thus, the dollar limit of Code Section 415(b)(I)(A) applicable for the
limitation year for each plan must be applied to annual benefits under all aggregated
plans to determine whether the plan satisfies the requirements of Code Section 415(b).

RULES OF GENERAL APPLICABILITY

Combining and aggregating plans. Under Code Section 415(f) and the Proposed
"-'-'-', RegulatlOns, all definedDeD.efit pTiills orilli-'employer aretreafedflS--6ne-denfied15etiefir------'

plan, and all defined contribution plans of an employer are treated as one defined
contribution plan. Prop. Reg. § 1.415(£)-1.

• No specific guidance under Sections 415(n) or 415(m). The lRS did not issue guidance
with respect to the permissive service credit rules under Code Section 415(n) or qualified
excess benefit arrangements ("QEBAs") under Code Section 415(m), but did ask for
comments regarding the need for guidance on these provisions. In our comments to the
LRS we did not request guidance on these statutory sections but did offer our observations
on a few key issues in the event that the LRS does issue guidance.
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SAN DIEGO CITY EMPLOYEES' RETIREMENT SYSTEM
PRESERVATION OF BENEFIT PLAN AND TRUST

ARTICLE I.

ESTABLISHMENT OF PLAJ"l AND TRUST

1.01. Establishment Of Plan and Trust. The "San Diego City Employees' Retirement

System Preservation of Benefit Plan and Trust" ("this Plan") was estabiished effective as of

April 18, 2001.

1.02. Purpose. The purpose of this Plan is solely to provide the part of a Participant's

Retirement Benefit that would otherwise have been payable by the San Diego City Employees'

Retirement System ("SDCERS") from the Employer's quaiified plan, except for the limitations of

Code Section 415(b). This Plan is intended to be a "qualified governmental excess benefit

arrangement" within the meaning of Code Section 415(m)(3) and must be interpreted and

construed consistently with that intent. This Plan is deemed a portion of the Employer's

qualified plan solely to the extent required under, and within the meaning of, Code Section

415(m)(3) and Article IX of the San Diego City Charter.

This Plan is an "exempt governmental deferred compensation plan" described in Code

Section 3121(v)(3). Code Sections 83, 402(b), 457(a) and 457(f)(1) do not apply to this Plan.

With respect to Code Section 457(a), the maximum amount that may be deferred under this Plan

on behalf of any Participant for the taxable year may exceed both the amount in Code Section

457(b)(2) (as adjusted for cost of iiving increases) and the percent of the participant's includable

compensation referred to in that Code Section. SDCERS will not hold any assets or income

under this Plan in trust for the exclusive benefit of participants or their beneficiaries.
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ARTICLE II.

DEFINITIONS AND CONSTRUCTIONS

2.01. Definitions. When the initial letter of a word or phrase is capitalized herein, it

has the same meaning as defined below:

(a) "Actuary" means the actuary selected by the Board from time to time.

(b) "Administrator" means SDCERS and includes any person with whom SDeERS

contracts to provide services to the Plan.

(c) "Airport Retirement Plan" means the San Diego City Employees' Retirement

System First Amended Retirement Plan for Airport Authority Employees as administered under

the First Amended Agreement to Administer Retirement Plan between San Diego City

EJ11I)loyees~~~etir~!l1.ent~.Syste~l1_and San Dieii()_Cou!1tL~~eg.iolll3l...I\.irport Authority,-~or _a_

subsequent retirement plan established by the Airport.

(d)

SDCERS.

(e)

:'Beneficiary" means an individual receiving joint and survivor benefits from

"Board" means the Board of Administration of SDCERS established under

Section 144 of the San Diego City Charter.

(f) ".Q!y" means the City of San Diego, California.

(g) "Code" means the Internal Revenue Code of 1986, as amended, as applicable to

a governmental plan, or corresponding provisions of any subsequent federal income tax law.

(h) "Emplover" means the City.

(i) "Excess Benefit" means the benefit determined in accordance with Section 4.01

of this Plan.

m "Participant" means a Retiree or Beneficiary who is entitled to benefits under

this Plan.
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(k) "Plan" means the "San Diego City Employees' Retirement System Preservation

of Benefit Plan" established pursuant to Section 24.1601 through 24.1608 of the San Diego

Municipal Code.

(I) "Plan Year" means the calendar year.

(m) "Port Retirement Plan" means the San Diego City Employees' Retirement

System Retirement Plan for San Diego Unified Port District Employees as administered under

the First Amended Agreement to Administer Retirement Plan between San Diego City

Employees' Retirement System and San Diego Unified Port District, or a subsequent retirement'

plan established by tbe Port.

(n) "Retiree" means a former member of SDCERS who is receiving a Retirement

(0) ''Retirement Administrator" means the SDCERS Retirement Administrator

who is appointed by the Board under Board Rule 4.00.

(p) "Retirement Benefit" means the amount of retirement income payable to a

Retiree of SDCERS, or the benefit payable to a Beneficiary, without regard to any limitations on

that retirement income or benefit under Code Section 4l5(b).

(q) "Retirement Fund" means the special fund established by Section 145 of the

San Diego City Charter.

(r) "SDCERS" means the San Diego City Employees' Retirement System.

(s) "State" means the State of California.

(t) "Trust Fund" means the trust fund established pursuant to City Ordinance

0-18930, March 19,2001 and Article VI of this Plan, which fund constitutes a valid trust under

the law of the State.
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(u) "Trustees" mean the members of the Board,

2.02. Construction.

(a) Words used in this Plan in the masculine gender include the feminine gender

where appropriate. and words used in this Plan in the singular or plural include the plural or

singular where appropriate.

(b) Whenever any actuarial present value or actuarial equivalency is to be detennined

under the Plan to establish a benefit, it will be based on reasonable actuarial assumptions

approved by the Board in its sale discretion, and will be determined in a uniform manner for all

similarly situated Participants.

ARTICLEIIL

PARTICIPATION_._. __~.. ._._ "__."._ ...

All Retirees and Beneficiaries of SDCERS are eligible to participate in this Plan if their

Retirement Benefits from SDCERS for a Plan Year are or have been since April 18, 2001,

limited by Code Section 415(b). The Board determines for each Plan Year which Retirees and

Beneficiaries are eligible to participate in the Plan. Participation in the Plan begins each Plan

Year once a Retiree or Beneficiary has an Excess Benefit in that Plan Year, Participation in the

Plan ends for any portion of a Plan Year in which the Retirement Benefit of a Retiree or

Beneficiary is not limited by Code Section 415(b) or when all benefit obligations under the Plan

to the Retiree or Beneficiary have been satisfied.

ARTICLE IV.

PAYMENT OF BENEFITS

4.01. Benefit Amount

(a) A Participant in the Plan will receive a benefit equal to the amount of retirement

income that would have been payable to, or with respect to, a Participant by SDCERS that could
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not be paid because of the application of the limitations on his retirement income under Code

Section 415(b). An Excess Benefit under the Plan will be paid only if and to the extent the

Participant is receiving Retirement Benefits from the Retirement Fund.

(b) Where the Administrator pays a blended benefit to a Participant pursuant to

Section 0400 of the Port Retirement Plan or Section 0400 of the Airport Retirement Plan, the

Excess Benefit payable from this Plan under Section 4.01 will be an amount bearing the same

proportion to the total Excess Benefit payable under all plans administered by the Admini strator

as the Panicipant's years of service credit with the City bear to the Participant's total years of

service credit with all employers sponsoring plans administered by the Administrator.

4.02. Time for Payment: Form of Benefit. The Excess Benefit will be paid at the

.. sarYle.ti.il1e,and}rl.tl1e.s.arIlt'..mal1l1er .llS.. th".Retirem.<;,n~.l3enefi(IJ.ayabLe.un.ctIOT.J>DCE!<S Li'!l!Uhe....... .

timing of the Excess Benefit must take into account the eX.istence of monthly deductions from

the Retirement Benefit. No election is provided at any time to the Participant, directly or

indirectly, to defer compensation under this Plan.

ARTICLE V,

CONTRIBUTIONS AND FUNDING

5.01. Funding. The Plan is, and will remain, unfunded and the rights, if any, of any

person to any benefits under the Plan are limited to those specified in the Plan. The Plan

constitutes a mere unsecured promise by the Employer to make benefit payments in the future.

5.02. Contributions.

(a) The Board will determine the amount necessary to pay the Excess Benefit under

the Plan for each Plan Year. The Retirement Administrator will provide an estimate of the

Excess Benefit to the Employer on or before February 28 of each year. The required

contribution will be the aggregate of the Excess Benefits payable to all Participants for the Plan
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Year and an amount detenruned by the Board to be a necessary and reasonable expense of

administering the Plan. The Employer will contribute the amount the Board determines, from

time to time, to be necessary to pay the Excess Benefit of the Participant and administrative

expenses of the Plan, and these payments will be made before the Employer deposits are credited

to the Retirement Fund. The Employer's required contribution will be due no later than July I of

each year; provided, however, that the Board may establish an earlier due date with respect to

contributions necessary to fund the Excess Benefit of any Participant who will exceed the Code

Section 4l5(b) limitations prior to July 1 of that year. Under no circumstances will Employer

contributions to fund the Excess Benefits be credited to the Retirement Fund. Any contributions

not used to pay the Excess Benefit for a current Plan Year, together with any income accruing to ..

.. ~..~ .. ..~~t11..e T11l~t}:;.t'!1..d,_ wil~ll:ysecltcl"pa:ytJ1e admini.,tr~ati:,,,e~pe.n.s,,s.. ..oLt.h,,..!,l,,11J'()rtI1" Plall Year:.

Any contributions not used to pay the Excess Benefit for the current Plan Year that remain after

paying administrative expenses of the Plan for the Plan Year will be used to fund administrative

expenses or benefits of Participants in future Plan Years.

(b) If a Participant is employed by more than one employer at the time of the

Participant's retirement, the Administrator will detenrune the appropriate amount of

contributions to be paid by each employer to fund the Excess Benefit, and the Excess Benefits

will also be paid from the Employer's separate Plans accordingly.

(c) SDCERS will account separately for the amounts the Board determines to be

necessary to provide the Excess Benefit under the Plan for each Participant. But, this separate

accounting will not be deemed to set aside these amounts for the benefit of a Participant.

Benefits under this Plan will be paid from the Trust Fund.
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(d) The consultants, independent auditors, attorneys, and actuaries performing

services for SDCERS may also pelfonn. services for this PIau; but, any fees attributable to

services perfonned with respect to this Plan will be payable solely by the Employer or from the

Trust Fund.

ARTICLE VI.

TRUST FUND

6.01, Establishment of Trust Fund. An "Excess Benefit Trust Fund" (the "Trust

Fund") was established pursuant to City Ordinance 0-18930, March 19, 2001, separate from the

Retirement Fund, to hold contributions of the Employer. Contributions to this Trust Fund will be

held separate and apart from the funds compri sing the Retirement Fund and will not be

commingled with assets of the Retirement Fund, and must be accounted for separately.

6.02. Trust Fund Puroose. The Trust Fund is maintained solely to provide benefits

under a qualified governmental excess benefit arrangement within the meaning of Code Section

415(m), and pay administrative expenses of this arrangement.

6.03. Trust Fund Assets. All assets held by the Trust Fund to assist in meeting the

Employer's obligations under the PIau, including all amounts of Employer contributions made

under the Plan, all property and rights acquired or purchased with these amounts and all income

attributable to these amounts, will be held separate and apart from other funds of the Employer

and will be used exclusively for the uses and purposes of Participants and general creditors as set

forth in this Plan. Participants have no preferred claim on, or any beneficial interest in, any

assets of the Trust Fund. Any rights created under the Plan are ull.gecured contractual rights of

Participants against the Employer. Any assets held by the Trust Fund are subject to the claims of

the Employer's general creditors under federal and state law in the event of insolvency.
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6.04. Grantor Trust. The Trust Fund is intended to be a grantor trust, of which the

Employer is the grantor, within the meaning of subpart E, part I, subchapter J, chapter I, subtitle

A of the Code, and will be construed accordingly. This provision will not be construed to create

an irrevocable trust of any kind.

6.05. Trust Fund Income. Income accruing to the Trust Fund under the Plan

constitutes income derived from the exercise of an essential governmental function upon which

the Trust is exempt from tax under Code Section lIS, as well as Code Section 4l5(m)(l).

ARTICLE VII.

ADMINISTRATION

7.01. Administrative Authoritv. The Board has the exclusive authority to control and

manage the operation and administration of the Plan. The Board has the same rights, duties and

responsibilities respecting the Plan as it has with respect to the Retirement Fund pursuant to

Section 24.1605 of the San Diego Municipal Code. The Administrator has the same duties and

authority respecting the Plan as the Administrator has with respect to the Retirement Fund.

(a) The Board has the power and authority (including discretion with respect to the

exercise of that power and authority) necessary, advisable, desirable or convenient to enable it:

(l) to establish procedures to administer the Pian not inconsistent with the

Plan and the Code, and to amend or rescind these procedures;

(2) to determine, consistent with the Plan, applicable law, rules or regulations,

all questions of law or fact that may arise as to eligibility for participation in the Plan and

eligibility for distribution of benefits from the Plan, and the status of any person claiming

benefits under the Plan;

(3) to make payments from the Trust Fund to Participants pursuant to Article

rv of the Plan,
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(4) to contract with a third party to perform designated administrative services

under thi s Plan;

(5) to construe and interpret the Plan as to administrative issues and to correct

any defect, supply any omission or reconcile any inconsistency in the Plan with respect to

same, subject to and consistent with the Code.

(b) Any action by the Board that is not found to be an abuse of discretion will be

final, conclusive and binding on all individuals affected thereby. The Board may take any such

action in such manner and to such extent as the Board in its sole discretion may deem expedient,

and the Board will be the sole and final judge of such expediency.

(c) The Board may delegate any of its authority to the Administrator with respect to

the Trust Fund..

(d) The Board will seek appropriate rulings from the Internal Revenue Service with

regard to the status of the Plan under the Code.

7.02, Advice. The Board may employ one or more persons to render advice with

regard to its responsibilities under the Plan.

7.03, Pavment of Benefits. If in doubt concerning the correctness of their action in

making a payment of a benefit, the Board may suspend payment until satisfied as to the

correctness of the payment or the person to receive the payment.

7.04. Delegation bv Administrator. The Administrator will handle the day-ta-day

operation of the Plan and may delegate certain functions to a third party.
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ARTICLE VIII.

PLAN AMENDMENTS

The Board from time to time may amend, suspend, or terminate any or all of the

provisions of this Plan as may be necessary to comply with Code Section 415(m) and to maintain

the Plan's or the Retirement Fund's qualified status under the Code.

ARTICLE IX.

NONASSIGNABILITY A.ND EXEMPTION FROM TAXATION AND EXECUTION

The interests of Participants under this Plan are exempt from any state, county, municipal

or local tax, and are not subject to execution, garnishment, attachment, or any other process of

law whatsoever, and are unassignable and nontransferable, except as otherwise provided by

Section 24.1604 of the San Diego Municipal Code.

ARTICLEX.

MISCELLANEOUS

10.01. Federal and State Taxes. The Board, the Employer, and the Administrator, if

any, do not guarantee that any particular Federal or State income, payroll, or other tax

consequence will occur because of participation in this Plan.

10.02. Investment. The Board may hold a portion of the Plan uninvested as it deems

advisable for making distributions under the Plan, or may invest assets of the Plan pending the

Excess Benefit payments in short-term investment grade instruments as otherwise permitted by

law.

10.03. Conflicts. In resolving any conflict between provisions of the Plan, and in

resolving any other uncertainty as to the meaning or intention of any provision of the Plan, the

prevailing interpretation will be the one that (i) causes the Plan to constitute a qualified

governmental excess benefit arrangement under the provisions of Code Section 415(m) and the
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Trust Fund to be exempt from tax under Code Sections 115 and 415(m), (ii) causes the Plan and

SDCERS to comply with all applicable requirements of the Code, and (iii) causes the Plan and

SDCERS to comply with all applicable State and City laws.

10.04. Limitation on Rights. Neither the establishment or maintenance of the Plan, nor

any amendment to the Plan, nor any act or omission under the Plan (or resulting from the

operation of the Plan) may be construed:

(a) as conferring upon any Panicipant or any other person a right or claim against the

Board, Trustees, Employer, or Administrator, if any, except to the extent that the right or claim is

specifically expressed and provided in the Plan;

(b) as creating any responsibility or liability of the Employer for the validity or effect

of the Plan;

(c) as a contract between the Employer and any Participant or other person;

(d) as being consideration for, or an inducement or condition of, employment of any

Participant or other person, or as affecting or restricting in any manner or to any extent

whatsoever the rights or obligations of the Employer or any Participant or other person to

continue or terminate the employment relationship at any time; or

(e) as giving any Participant the right to be retained in the Employer's service or to

interfere with the Employer's right to discharge any Participant or other person at any time,

10.05. Erroneous Pavments. Any benefit payment that should not have been made,

according to the terms of the Plan and the benefits provided hereunder, may be recovered as

provided by law.

10.06. Release. Any payment to any Participant will, to the extent thereof, be in full

satisfaction of the Participant's claim being paid thereby, and the Board may condition the
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payment on the delivery by the Participant of the duly executed receipt and release in a form

detennined by the Board.

10.07. Liabititv. The Board. Trustees, or Administrator, if any, will not incur any

liability in acting upon any paper or document or electronic transmission believed by the Board,

Trustees, or Administrator to be genuine or to be executed or sent by an authorized person.

The Plan will hold harmless and indemnify the Board. the Trustees, and the

Administrator, and the officers and employees thereof, from financial joss arising out of any

claim, demand, suit or judgment by reason of alleged negligence or other act by that board

member, tmstee, officer or employee, provided that the board member, trustee, officer or

employee at the 'time of the alleged negligence or act was acting in the discharge of his duties

and within the scop,,_of hisern]JI())lmentar1~3hatth"d:lllla!Ses_didl1o~l"sllltfr(}rnawillfuLall~

wrongful act of gross negligence of the hoard member, trustee. officer or employee, and

provided further that the board member, trustee, officer or employee will, within five days of the

time he is served with any summons, complaint, process, notice, demand or pleading, deliver the

original or a copy thereof to the Administrator's legal advisor.

The Board may obtain insurance to provide coverage for any liabilities that may arise as

described by this Section.

10.08, Governing Laws. The San Diego Municipal Code and the laws of the City and

the State of California apply in determining the construction and validity of this Plan.

10.09. Necessarv Parties to Disputes. The only party necessary to any accounting,

litigation or other proceedings relating to the Plan is the Administrator. Th.e settlement or

judgment in any case in which the Administrator is duly served will be binding upon all affected
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Participants in the Plan, their beneficiaries, estates and upon all persons claiming by, through or

under them,

10.10. SeverabiIitv. If any provision of the Plan is held by a court of competent

jurisdiction to be invalid or unenforceable, the remaining provisions of the Plan will continue to

be fully effective,

IN WITNESS WHEREOF, the undersigned has caused this Preservation of Benefit Plan

and Trust to be executed as of tllis~ day of February, 2007,

BOARD OF ADMlNISTRATION OF THE SAN
DIEGO CITY EMPLOYEES' RETIREMENT
SYSTEM AS TRUSTEES

By:
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PRESERVATION OF BENEFIT PLAN AND TRUST

EMPLOYER: CITY OF SAN DIEGO, CALIFORNIA
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SAN DIEGO CITY EMPLOYEES' RETIREMENT SYSTEM
PRESERVATION OF BENEFIT PLAN AND TRUST

ARTICLE I.

ESTABLISHMENT OF PLAN AND TRUST

1.01. Establishment Of Plan and Trust. The "San Diego City Employees' Retirement

System Preservation of Benefit Plan and Trust" ("this Plan") was established effective as of

April ]8,2001.

1.02. Purpose. The purpose of this Plan is solely to provide the part of a Participant's

Retirement Benefit that would otherwise have been payable by the San Diego City Employees'

Retirement System ("SDCERS") from the Employer's qualified plan, except for the limitations of

Code Section 4l5(b). This Plan is intended to be a "qualified governmental excess benefit

arrangement" within the meaning of Code Section 415(m)(3) and must be interpreted and

construed consistently with that intent. This Plan is deemed a portion of the Employer's

qualified plan solely to the extent required under, and within the meaning of, Code Section

415(m)(3) and Article IX of the San Diego City Charter.

This Plan is an "exempt governmental deferred compensation plan" described in Code

Section 3l2l(v)(3). Code Sections 83, 402(b), 457(a) and 457(f)(l) do not apply to this Plan.

With respect to Code Section 457(a), the maximum amount that may be deferred uuder this Plan

on behalf of any Participant for the taxable year may exceed both the amount in Code Section

457(b)(2) (as adjusted for cost of living increases) and the percent of the participant'S includable

compensation referred to in that Code Section. SDCERS will not hold any assets or income

under this Plan in trust for the exclusive beuefit of participarlts or their beneficiaries.
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ARTICLE II.

DEFiNITIONS Al\l}) CONSTRUCTIONS

2.01. Definitions. When the initial letter of a word or phrase is capitalized herein, it

has the same meaning as defmed below:

(a) "Actuary" means the actuary selected by the Board from time to time.

(b) "Administrator" means SDCERS and'includes any person with whom SDCERS

contracts to provide services to the Plan.

(c) "Airport Retirement Plan" means the San Diego City Employees' Retirement

System First Amended Retirement Plan for Airport Authority Employees as administered under

the First Amended Agreement to Administer Retirement Plan between San Diego City

~ .?111rI()y~~~_~~ti~~I11elJt~ystem and San Diego. CountY.B~"gi()!1Il1~_i\.irport__Authority, or a

subsequent retirement plan established by the Airport.

(d) :'Beneficiary" means an individual receiving joint and survivor benefits from

SDCERS,

(e) "Board" means the Board of Administration of SDCERS established under

Section 144 of the San Diego City Charter.

(f) "Citv" means the City of San Diego, California.

(g) "Code" means the Internal Revenue Code of 1986. as amended. as applicable to

a governmental plan, or corresponding provisions of any subsequent federal income tax law.

(h) "Emplover" means the City,

(i) "Excess Benefit" means the benefit determined in accordance with Section 4.01

of this Plan.

m "Participant" means a Retiree or Beneficiary who is entitled to benefits under

this Plan.
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(k) "Plan" means the "San Diego City Employees' Retirement System Preservation

of Benefit Plan" established pursuant to Section 24,1601 through 24,1608 of the San Diego

Municipal Code.

(I) "Plan Year" means the calendar year.

(m) "Port Retirement Plan" means the San Diego City Employees' Retirement

System Retirement Plan for San Diego Unified Port District Employees as administered under

the First Amended Agreement to Administer Retirement Plan between San Diego City

Employees' Retirement System and San Diego Unified Port District, or a subsequent retirement'

plan established by the Port.

(n) "Retiree" means a former member of SDCERS who is receiving a Retirement

(0) "Retirement Administrator" means the SDCERS Retirement Administrator

who is appointed by the Board under Board Rule 4.00.

(p) "Retirement Benefit" means the amount of retirement income payable to a

Retiree of SDCERS, or the benefit payable to a Beneficiary, without regard to any limitations on

that retirement income or benefit under Code Section 415(b).

(q) "Retirement Fund" means the special fund established by Section 145 of the

San Diego City Charter.

(r) "SDCERS" means the San Diego City Employees' Retirement System.

(s) "State" means the State of California.

(t) "Trust Fund" means the trust fund established pursuant to City Ordinance

0-18930, March 19, 2001 and Article VI of this Plan, which fund constitutes a valid trust under

the law of the State.
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(u) "Trustees" mean the members of the Board,

2.02. Construction.

(a) Words used in this Plan in the masculine gender include the feminine gender

where appropriate, and words used in this Plan in the singular or plural include the plural or

singular where appropriate,

(b) Whenever any actuarial present value or actuarial equivalency is to be determined

under the Plan to establish a benefit, it will be based on reasonable actuarial assumptions

approved by the Board in its sole discretion, and will be determined in a uniform manner for all

similarly situated Participants,

ARTICLE Ill.

PARTICIPATION __, .._."._ ..

All Retirees and Beneficiaries of SDCERS are eligible to participate in this Plan if their

Retirement Benefits from SDCERS for a Plan Year are or have been since April 18, 2001,

limited by Code Section 415(b). The Board determines for each Plan Year which Retirees and

Beneficiaries are eligible to participate in the Plan, Participation in the Plan begins each Plan

Year once a Retiree or Beneficiary has an Excess Benefit in that Plan Year. Participation in the

Plan ends for any portion of a Plan Year in which the Retirement Benefit of a Retiree or

Beneficiary is not limited by Code Section 415(b) or when all benefit obligations under the Plan

to tile Retiree or Beneficiary have been satisfied.

ARTICLE IV.

FAYMENT OF BENEFITS

4.01. Benefit Amount.

(a) A Participant in the Plan will receive a benefit equal to the amount of retirement

income that would have been payable to, or with respect to, a Participant by SDCERS that could
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not be paid because of the application of the limitations on his retirement income under Code

Section 415(b). An Excess Benefit under the Plan will be paid only if and to the extent the

Participant is receiving Retirement Benefits from tbe Retirement Fund.

(b) Where the Administrator pays a blended benefit to a Participant pursuant to

Section 0400 of the Port Retirement Plan or Section 0400 of the Airport Retirement Plan, the

Excess Benefit payable from this Plan under Section 4.01 will be an amount bearing tbe same

proportion to the total Excess Benefit payable under all plans administered by the Administrator

as the Participant's years of service credit with the City bear to the Participant's total years of

service credit with all employers sponsoring plans administered by the Administrator.

4.02. Time for Payment: Fonn of Benefit. The Excess Benefit will be paid at the

saTl1e~i_tl1'" and_ in~he_satl1e..tl1ann~_.as!~"Retirell1."nt13~~"fit. Pli:\"l~le_lll1cl"r_§r:)CERS, an.cLthe. _

timing of the Excess Benefit must take into account the existence of monthly deductions from

the Retirement Benefit. No election is provided at any time to the Participant, directly or

indirectly, to defer compensation under this Plan.

ARTICLEV.

CONTRffiUTIONS AJ'''D FUNDING

5.01. Funding. The Plan is, and will remain, unfunded and the rights, if any, of any

person to any benefits under the Plan are limited to those specified in the Plan. The Plan

constitutes a mere unsecured promise by tbe Employer to make benefit payments in the future.

5.02. Contributions.

(a) The Board will determine the amount necessary to pay the Excess Benefit under

the Plan for each Plan Year. The Retirement Administrator will provide an estimate of the

Excess Benefit to the Employer on or before February 28 of each year. The required

contribution will be the aggregate of the Excess Benefits payable to all Participants for the Plan
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Year and an amount detennined by the Board to be a necessary and reasonable expense of

administering the Plan, The Employer will contribute the amount the Board determines, from

time to time, to be necessary to pay the, Excess Benefit of the Participant and administrative

expenses of the Plan, and these payments will be made before the Employer deposits are credited

to the Retirement Fund, The Employer's required contribution will be due no later than July 1 of

each year; provided, however, that the Board may establish an earlier due date with respect to

contributions necessary to fund the Excess Benefit of any Participant who will exceed the Code

Section 415(b) limitations prior to July I of that year. Under no circumstances will Employer

contributions to fund the Excess Benefits be credited to the Retirement Fund. Any contributions

not used to pay the Excess Benefit for a current Plan Year, together with any income accruing to

"., ._t1le:r:J1l~. FuE~.'\Vill_b.",llS~_to pa)'..t~~.":cll11jr1istJ'ati v.e.e)(pel1s.e.s..(Jf'.t~eJ'laEJ()rJ:h.~lanr.eil£, __.,..",

Any contributions not used to pay the Excess Benefit for the current Pian Year that remain after

paying administrative expenses of the Plan for the Plan Year will be used to fund administrative

expenses or benefits of Participants in future Plan Years.

(b) If a Participant is employed by more than one employer at the time of the

Participant's retirement, the Administrator will determine the appropriate amount of

contributions to be paid by each employer to fund the Excess Benefit, and the Excess Benefits

will also be paid from the Employer's separate Plans accordingly,

(c) SDCERS will account separately for the amounts the Board determines to be

necessary to provide. the Excess Benefit under the Plan for each Participant. But, this separate

accounting will not be deemed to set aside these amounts for the benefit of a Participant.

Benefits under this Plan will be paid from the Trust Fund.
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(d) The consultants, independent auditors, attorneys, and actuaries performing

services for SnCERS may also perform services for this Plan; but, any fees attributable to

services performed with respect to this Plan will be payable solely by the Employer or from the

Trust Fund.

ARTICLE VI.

TRUST FUND

6.01. Establishment of Trust Fund. An "Excess Benefit Trust Fund" (the "Trust

Fund") was established pursuant to City Ordinance 0-18930, March 19, 2001, separate from the

Retirement Fund, to hold contributions of the Employer. Contributions to this Trust Fund will be

held separate and apart from the funds comprising the 'Retirement Fund and will not be

commingled with a~sets of the Retirement Fund, and must be accounted for separately.

6,02. Trust Fund Purpose. The Trust Fund is maintained solely to provide benefits

under a qualified governmental excess benefit arrangement within the meaning of Code Section

415(m), and pay administrative expenses of this arrangement.

6.03. Trust Fund Assets. All assets held by the Trust Fund to assist in meeting the

Employer's obligations under the Plan, including all amounts of Employer contributions made

under the Plan, all property and rights acquired or purchased with these amounts and all income

attributable to these amounts, will be held separate and apart from other funds of the Employer

and will be used exclusively for the uses and purposes of Participants and general creditors as set

forth in this Plan. Participants have no preferred claim on, or any beneficial interest in, any

assets of the Trust Fund. Any rights created under the Plan are unsecured contractual rights of

Participants against the Employer. Any assets held by the Trust Fund are subject to the claims of

the Employer's general creditors under federal and state Jaw in the event of insolvency.
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6.04. Grantor Trust. The Trust Fund is intended to be a grantor trust, of which the

Employer is the grantor. within the meaning of subpart E, part I, subchapter J, chapter 1, subtitle

A of the Code, and will be construed accordingly. This provision will not be construed to create

. an irrevocable trust of any kind.

6.05. Trust Fund Income. Income accruing to the Trust Fund under the Plan

constitutes income derived from the exercise of an essential governmental function upon which

the Trust is exempt from tax under Code Section 115, as well as Code Section 415(m)(1).

ARTICLE VII.

ADMINISTRATION

7.01. Administrative Authoritv. The Board has the exclusive authority to control and

manage the operation and administration of the. Plan. The Board has the same rights, duties and

responsibilities respecting the Plan as it has with respect to the Retirement Fund pursuant to

Section 24.1605 of the San Diego Municipal Code. The Administrator has the same duties and

authority respecting the Plan as the Administrator has with respect to the Retirement Fund.

(a) The Board has the power and authority (including discretion with respect to the

exercise of that power and authority) necessary. advisable, desirable or convenient to enable it:

(l) to establish procedures to administer the Plan not inconsistent with the

Plan and the Code, and to amend or rescind these procedures;

(2) to determine, consistent with the Plan, applicable law, rules or regulations,

all questions of law or fact that may arise as to eligibility for participation in the Plan and

eligibility for distribution of benefits from the Plan, and the status of any person claiming

benefits under the Plan;

(3) to malre payments from the Trust Fund to Participants pursuant to Article

rv of the Plan,
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(4) to contract with a third party to perform designated administrative services

under this Plan;

(5) to construe and interpret the Plan as to administrative issues and to correct

any defect, supply any omission or reconcile any inconsistency in the Plan with respect to

same, subject to and consistent with the Code.

(b) Any action by the Board that is not found to be an abuse of discretion will be

final, conclusive and binding on all individuals affected thereby. The Board may take any such

action in such manner and to such extent as the Board in its sole discretion may deem expedient,

and the Board will be the sole and final judge of such expediency.

(c) The Board may delegate any of its authority to the Administrator with respect to

the Trust Fund.

(d) The Board will seek appropriate rulings from the Internal Revenue Sen'ice with

regard to the status of the Plan under the Code.

7.02. Advice. The Board may employ one or more persons to render advice with

regard to its responsibilities under the Plan.

7.03. Payment of Benefits. If in doubt concerning the correctness of their action in

making a payment of a benefit, the Board may suspend payment until satisfied as to the

correctness of the payment or the person to receive the payment.

7.04. Delegation bv Administrator. The Administrator will handle the day-to-day

operation of the Plan and may delegate certain functions to a third party.
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ARTICLE VIII.

PLAN AMENDMENTS

The Board from time to time may amend, suspend, or terminate any or all of the

provisions of this Plan as may be necessary to comply with Code Section 415(m) and to maintain

the Plan's or the Retirement Fund's qualified status under the Code.

ARTICLE IX.

NONASSIGNABILITY AND EXEMPTION FROM TAXATION AND EXECUTION

The interests of Participants under this Plan are exempt from any state, county, municipal

or local tax, and are not subject to execution, garnishment, attachment, or any other process of

law whatsoever, and are unassignable and nontransferable, except as otherwise provided by

Section 24.1604 of the San Diego Municipal Code.

ARTICLEX.

MISCELLANEOUS

10.01. Federal and State Taxes. The Board, the Employer. and the Administrator, if

any, do not guarantee that any particular Federal or State income, payroll. or other tax

consequence will occur because of participation in this Plan.

10.02. Investment. The Board may hold a portion of the Plan uninvested as it deems

advisable for making distributions under the Plan, or may invest assets of the Plan pending the

Excess Benefit payments in short-term investment grade instrLlments as otherwise permitted by

law.

10.03. Conflicts. In resolving any conflict between provisions of the Plan, and in

resolving any other uncertainty as to the meaning Dr intention of any provision of the Plan, the

prevailing interpretation will be the one that (il causes the Plan to constitute a qualified

govemmental excess benefit arrangement under the provisions of Code Section 415(m) and the
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Trust Fund to be exempt from tax under Code Sections lIS and 415(m), (li) causes the Plan and

SDCERS to comply with all applicable requirements of the Code, and (iii) causes the Plan and

SDCERS to comply with all applicable State and City laws.

10.04. Limitation on Rights. Neither the establishment or maintenance of the Plan, nor

any amendment to the Plan, nor any act or omission under the Plan (or resulting from the

operation of the Plan) may be construed:

(a) as conferring upon any Participant or any other person a right or claim against the

Board, Trustees, Employer, or Administrator, if any, except to the extent that the right or claim is

specifically expressed and provided in the Plan;

(b) as creating any responsibility or liability of the Employer for the validity or effect

of the Plan;

(c) M a contract between the Employer and any Participant or other person;

(d) M being consideration for, or an inducement or condition of, employment of any

Participant or other person, or as affecting or restricting in any manner or to any extent

whatsoever the rights or obligations of the Employer or any Participaut or other person to

continue or terminate the employment relationship at any time; or

(el as giving any Participant the right to be retained in the Employer's service or to

interfere with the Employer'S right to discharge any Participant or other person at any time.

10.05. Erroneous Payments. Any benefit payment that should not have been made,

according to the terms of the Plan and the benefits provided hereunder, may be recovered as

provided by law.

10.06. Release. Any payment to any Participant will, to the extent thereof, be in full

satisfaction of the Participant's claim being paid thereby, and the Board may condition the
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payment on the delivery by the Participant of the duly executed receipt and release in a form

determined by the Board.

10.07. Liabilitv. The Board. Trustees, or Administrator, if any, will not incur any

liability in acting upon any paper or document or electronic transmission believed by the Board,

Trustees, or Administrator to be genuine or to be executed or sent by an authorized person.

The Plan will hold harmless and indemnify the Board, the Trustees, and the

Administrator, and the officers and employees thereof, from financial loss arising out of any

claim, demand, suit or judgment by reason of alleged negligence or other act by that board

member, trustee, officer or employee, provided that the board member, trustee. officer or

employee at the time of the alleged negligence or act was acting in the discharge of his duties

and within th"scop" ~f !Jjs"lIll'~0J'rnen!and_th~t.htlcl8J'nal'(;s~~idn()tr(;sultfr()rna_\¥i}lfl1IaJld

wrongful act of gross negligence of the board member, trustee, officer or employee, and

provided further that the board member, trustee, officer or employee will, within five days of the

time he is served with any summons, complaint, process, notice, demand or pleading, deliver the

original or a copy thereof to the Administrator's legal advisor.

The Board may obtain insurance to provide coverage for any liabilities that may arise as

described by this Section.

10.08. (;{)verning Laws. The San Diego Municipal Code and the laws of the City and

the State of California apply in determining the construction and validity of this Plan.

10.09. Necessary Parties to Disputes. The only party necessary to any accounting,

litigation or other proceedings relating to the Plan is the Administrator. The settlement or

judgment in any case in which the Adntinistrator is duly served will be binding upon all affected
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Participants in the Plan, their beneficiaries, estates and upon all persons claiming by, through or

under them.

10.10, Severabilitv. If any provision of the Plan is held by a court of competent

jurisdiction to be invalid or unenforceable, th.e remaining provisions of the Plan will continue to

be fully effective.

IN WITNESS WHEREOF, the undersigned has caused this Preservation of Benefit Plan

and Trost to be executed as of this 1J2 day of February, 2007.

BOARD OF ADMINISTRATION OF THE SAN
DIEGO CITY EMPLOYEES' RETIREMENT
SYSTEM AS TRUSTEES
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August 14, 2007

Mr. David Wescoe
Retirement Administrator
San Diego City Employees' Retirement System
401 West A Street, Suite 400
San Diego, CA 92101

Dear David:

When we appeared before the Board in July, we were asked to update our previous
analysis of the experience of the purchase service credit (PSC) program since inception to
include all categories of participants (e.g., actives, terminated vested) and those in pay­
status (e.g., retirees, beneficiaries and disabilities). This letter presents the results of our
update and additional conclusions based on this update.

Exhibit A (attached) provides a summary of our analysis.

Our key findings are as follows:

• Cheiron estimates that the net actuarial deficiency between the additional value of
benefits due to the additional service credits and the accumulated amounts paid by
all active participants, retirees (including active DROPS), and term vested for
such additional credits, as of the June 30, 2006 actuarial valuation, is
approximately $146 million.

As requested, this amount is comprised of the following categories:

a. Pre-2000 $ 20 million
b. 7/112000-6/30/2002 $ 63 million
c. 7/112002-8/15/2003 $ 29 million
d. 8/16/2003-10/3112003 $ 34 million
e. 1110112003-6/30/2006 $ omillion

Total $146 million

• Our analysis is consistent with Navigant Consulting's January 2006 estimate of
"more than $100 million," which was based on the June 30, 2004 actuarial
valuation.

• As we have previously reported to the Board, the current rates being charged
today "make the system whole." As a result, we continue to recommend that
SDCERS make no change to the current rate structure until we complete our
experience study in the summer of2008. At that time, we will likely recommend
changes to the current pricing methodology and review process.

TeL 877 CHHRON (24,'.4.71'61



Mr. David Wescoe
August 14, 2007
Page 2

• Approximately $20 million of the $140 million liabilities is not part of SDCERS'
unfunded actuarial liabilities (UAL) as of June 30, 2006. This amount represents
benefits in excess of IRS limitations (Section 415) and is a direct obligation ofthe
City. Until the on-going work in connection the IRS VCP program is finished, we
will not know the final number for this item.

• Amounts reflected in the City's June 30, 2006 UAL are included in the City
Annual Required Contribution payment. There would be no impact on SDCERS'
financial condition, current or projected, if responsibility for funding this
deficiency was transferred from the plan sponsors to others (e.g. current or former
members).

• With respect to the UPD and Airport Authority, we presented to the board an
analysis in July which showed an additional net PSC liability of $3.7 million
attributable to active members as ofJune 30, 2006.

Finally, our analysis is based June 30, 2006 actual data and reflects accumulative
experience gains and losses (people living longer, retiring different than assumed, salary
increases, etc.) that could not be anticipated at the time any member actually purchased
service.

Please let me know if you have any questions.

Sincerely,
Cheiron

Gene Kalwarski, FSA
Consulting Actuary

Attachment



Exhibit A

CITY of San Diego Purchase Sen-lee Credit Analvsis

TOTAL ACTIVE

447
51.3

1;660
3:7

12,418,992
32,B 17 00 1

GRAND TOTAL
332

53,9
1,196

36
7,134,269

26,019851

RET1REES, TVS, and
BENEFICIARiES

lIS
44,0
463
4.0

5,284,713
6,797,151

'"40.9

"n
1,452,109
1,507 627

(5~.\ S1i, I;;

SAFETY
97

44.6
397
4.1

3,832,614
5,189,523

GENERALA 1. Contr3ct~ Effective befoore 7/112000 (Pre-Corbett

Total Cofltrac(~

Aveli4!e Aile at f'mcllllSc
loud Yeory;
Aveli4!e Ye:",!eontfllCt
ContTllCtamOunt accumulated to June 30, 2006
Additional Liability lIS of lune 30, 2006-Beneflts at Purchase Date

,1;:li L •• ", as of June 30, lOOG_acneflts at Purchase Date

A2. Con tracts Effective 7/112000 - G/3012002 (MP2/01d Rates)

Totlll Contracts
ve"'ll~ Agclll Purchase

TotalY=
AVl:li4!e YcilWoontraet
Contract amount accumulated to June 30, 2006
Additional Liability as ofJune 30, 2006-Benefits at Purchasc Date

(,o:",/{ j. "I", I as of June 30, lOOG-Benefits at Purchase Date

5&6
44,9

2,469
42

24,800,778
37,186.801

13< no
38.4 43.7
366 2,B34
2.7 3.9

6.;868,5% 31;669,375
6.414761 43,601,561

)'; ·l5J;fl.'+ $ n 1,'):,2,1:;<) )i'

6"

'"3,232-
3.8

25,992,1160
76,653.167

1,578
48,9

6;066
3.6

57,662,235
120,254,n8

Bl. Contracts Effective 7/1/2002 - 8f15/2003 Board Action/Old Rates
Total Contrnets 575194 769
Average Age:lt Purchase 45.9 39.9 44.4
Total Yean 2,171 512 2,61!3
Average YcaWtontl1lC( 3.11 2:6 3.5
Contract amount aceumulatcd to June JO, 2006 19,712,630 9;347,114 29,059,744
Additiorull Liability as ofJ"". 30, 200(i·Bencfits at Purchase Date 21\923615 '9451.816 3&,375431

Grt(dn,N<! as of June30, lOOG-Benefitsat Purchase Date $ W,7Hf,<;iS::<) S: (JO;:i,JlI;» «U;] :\(,1;7) S

417
52.7

1;446
3.5

13,797,571
33.71611!3

l;Il\6
473

4,129
3.5

42;857,32-2
7HJ9L61S

B2, Contracts Effective 8/1612003 ·10/3112003 ("Graodfathered" and "Window" members/Old Rates

Total Contracts 1;609 " 412 2,021
Average Aile III Purchasc 44.6' '40.7 43,8
TomlYcars"fi,n6 828 6;554
AveragcYcarnftoutrne:t ;>.6 2,0 3.2
Contraetamount accumulated to June JO, 200649,363;269 15;510;817 64;874,086
Addiuonal Liability as ofJune 30, 2oo6-Beuclits at Purchase Date 71413136 14;463 793 85,&76929

~,' niil/U",," i as of June 30, 2006-Benelits at Purchase Date ,~(~,1l'l~,tll')~1 i \\ 1,IlWJ,li24 ,'} OJ)ln1..X'))) s

371
49.8

1;287
35

13,297,562
26,252431

2,392
44.8

7,841
3.3

7,8;171,648
112 129360

C. Contrllcts Effective 11/112003· Present (New Rates)

Total COntmclS 170 101 271
Awrose Age III Purchase 47.2 36.4 43.1
Total Years m 273 '"Ave"'!!c YCllrslcontlaCl 2.8 2;7 2;8
Contract amount accumulated 10 June 30, 2006 4,966,536 4,063,647 9,030,183
Addi\iollll.l Liability as of June 30, 2006-Beneflts at Purchase Date 4964 S86 2:426237' 739lJ23
':;nbh L\l~sJ liS of June 30, 200G-Benefits at Purchase Date $' I,M'(f :'; '1,637;·W9 :;.: i,639,OS<;i $

0, GRAND TOflll For All"': Periods

TOllll ConU'a<:ls 3,037, '" 3;896
Avcrose Age at Purchase 45.1 39:6 43,9
TotolYears 1l;242 2;045 13,286
Avernge Yeor.;lcontract 3.7 2,4 3.4
COIltract omount=mulated 10 June 30, 2006 102;675,827 37,242,284 139,918,111
Additional Liability as ofJune 30, 2006-Iknefrts at Purchase Dale 147,777961 34,264234 182042,195
GI,in/(I"(,,,;j as of June 30, 200G·Benefits at Purchase Date , (.l5,1"2,I:>Jj S 2,~'WJW! ;,;;:':.lHJi8..q

10'1
50,4
190
1:9

3,068,633
5,133,245

2,079
52.5

7,357
3.5

63,290,'XI1
167774878

372
45,)
946
2.5

12,098,816
12,524 36~

5,975
46,9

20,643
35

203,209,012
349817073



Exhibit 17



sdClL'RS
... ! Ii ,""~,,,,k,,,,,,,,
San Diego Cit}' Emplo;",(!es'

Retirernent System,

Ui... ~'D',A'T'·E········· 0''N'j S······O·,C(~E,······R·)S···· Tr'AX'.., C"'0'··M·'P"l'I,A'N,'·ei'E·.'..j r:.:.j'r"_.: _.: __~_."/.i l,_j.,.f,.). __ " __ j iii: .,0-' _~- .. j ,~ ',' _i,~ __,",..,.' I" ~_~-'; .__ '' .', __
,

IRC§,415{b) BENIEFI'T LIMITS
,

,

SDCERS Board oflAdministration
November 11', 2006
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-SDCERS is a "qualified governmental plan" under IRC §

401 (a).

-To remain qualified, SDCERS ~ust comply with the
benefit and compensation limitsl in IRC § 415 (b) and (c).

-Benefit limit is a cap on the ampunt of benefits the plan
may pay to a retiree or beneficiary in a calendar year.
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"To determine whether a payee will! exceed the benefit limit,
SDCERS must determine each payee's (1) individual benefit
limit and (2) aggregate benefit to b~ tested.

"Adjustments to the aggregate ben$fit and the benefit limit are
based on a number of factors:

"combined benefit amount ~includes 13th check,
Corbett, DROP) .
"statutory benefit limit in eff~ct at retirement
..age at retirement
·years of service .
"type of service (IRS Safet~ Qualified)

i

"post-tax contributions .
·post-tax service purchases
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·Cheiron built the calculator that SDCERS staff
will use to determine individual:

·annual limits
-aggregate benefits
·projected failures

-Each payee's annual limit rhust be recalculated
annually.
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-Beginning January 1, 2007, SDCER~ will screen all members when
they apply for retirement, by calculating each member's exact 415(b)
limit and aggregate benefit using Cheiron's calculator.

-All members on January 2007 agenda will have been pre­
screened.

-SDCERS will implement a benefit ca~ for each payee expected to
exceed his benefit limit using a "modif~ed cliff" approach. This allows
SDCERS to payout complete DROP ~ayments, and ensures enough
retirement benefit dollars to cover anYldeductions.

-The excess benefits will be deducted entirely from the member's
pension.
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-In addition, Cheiron will:

III Screen the entire populatipn of payees quarterly,
and

III Update the 415(b) calculaitor every year to reflect
current IRS limits.
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·SOMC 24.1601 et seq. authorizes a <:;Qualified Excess Benefit
Arrangement under 415(m) - called "8reservation of Benefits Plan."
(Similar provisions in Port and Airport Plans)

·Separate "Preservation of Benefit Plap and Trust" will be established
for each Plan Sponsor.

..The POB plans allow payment of the part of a retiree or beneficiary's
benefit that is due under the defined btmefit plans, but exceeds the
benefit limit.

·SOCERS is applying for a Private Letter Ruling approving the POB
Plans.

-The SOCERS Board will have the exClusive authority to administer
the POB plans. 8



-Each January, Staff will prepar~ for Board approval an
estimate of the annual contribution for each Plan
Sponsor, which will include:

..

..

..

projected excess benefits that '{ViII be due to the existing
payees for that calendar year,
projected excess benefits for the anticipated retirements in
that year, and
necessary and reasonable exp~nse of administering each
Plan Sponsor's POB plan.

-Any contributions not used to pay benefits or
administrative expenses in a given year will be used to
pay benefits or expenses in a later year.
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-January 2007 - SDCERS will gIve Cheiron a schedule of
all members receiving benefITs as of 12/31/2006.

·Cheiron will identify and report all "failures" (benefits paid
in excess of 415(b).

·SDCERS will invoice the Plan Sponsors for amounts
paid above 415(b) limit before 2,007.
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